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Editorial Comment 
(Contributed) 


It is quite possible to demolish by unanswer- 
Last-in able logic the case prepared by the proponents 
First-out of the “last-in, first-out” method of inventory 
Valuations Valuation and yet to feel that there is a place 

for this method in those primary industries 
the market value of whose product is subject to wide fluc- 
' tuations over short periods of time and whose process of 
production is a lengthy one. But this exception when care- 
fully examined is found to be an argument for the adapta- 
tion of the conventional “cost or market” rule rather than 
one in support of the “last-in, first-out” method. 

In the long run, selling price must cover the total costs 
of production of any commodity of which a continued sup- 
ply is desired. If this condition is not satisfied the com- 
modity may be produced for a time to sell at a price which 
covers only the direct costs of production and makes no 
contribution towards the maintenance of the fixed capital 
already sunk. Production of the commodity will cease en- 
tirely so soon as the existing capital equipment is worn 
out. 

Business is ordinarily conducted on the assumption of 
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the going concern (and accounting procedures are based on 
the same assumption) so that it is unusual to encounter an 
enterprise whose management admits that it is in a de- 


clining industry “on the way out” and whose accounting . 


procedures are modified to accord with this admission. In 
conformity with the “long-run” concept the business man 
and his accountant assume until the contrary is proved that 
each unit of the commodity produced by his enterprise will 
sell at a price which will cover its total cost. In this pro- 
visional concentration upon conditions of supply lies any 
justification there may be for cost as a basis of inventory 
valuation. 


A fallacy sometimes associated with 
A Fallacy of the cost or market basis of inventory 
“Cost or Market’? valuation lies in the supposition that 

(so far as it is determined by condi- 
tions of supply) the selling price of a commodity at a 
given point of time is a function of what it would cost to 
produce that commodity if its production were initiated at 
that same point of time. This supposition is permissible 
only if the process of production is practically instantan- 
eous, that is to say, if the raw material can be ordered, 
delivered, converted and made ready for shipment within 
the space of a single day or a few days. Such circumstances 
are very rare in the modern economy whose processes of 
production commonly extend over weeks, months and even 
years. 

The conclusion to be drawn from these considerations 
is that the replacement cost which should be compared with 
original cost in the valuation of inventories of finished goods 
is the actual cost of those goods which became available to 
the market on the date of the balance sheet—in other words 
the actual cost of the most recently finished goods and not 
the estimated actual cost of goods whose production might 
be initiated on the date of the balance sheet. If the selling 
price at the date of the balance sheet is less than the cost 
of the goods which became available to the market on that 
date the accountant has to admit that his normal assump- 
tion is falsified and to recognize conditions of demand by 
reducing his inventory to net selling price. 

It is a corollary of the foregoing analysis that all work 
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in process at the date of the balance sheet should ordinarily 
be taken into inventory at its actual cost regardless of the 
prevailing market price for the finished product. This pro- 
cedure would tend to iron out the wide fluctuations in profits 
reported by concerns with necessarily large inventories of 
work in process and so yield the benefits of the “last-in, 
first-out” method while escaping the hazards and illogical- 
ities of that method. 


Bulletin No. 5 recently issued by the 
Depreciation Committee on Accounting Procedure of 
on Appreciation the American Institute of Accountants, 

while the most inconclusive of the 
studies published to date, is yet, perhaps, the most in- 
teresting because it touches upon fundamental aspects of 
income measurement and reveals the existing conflict of 
thought with regard to these fundamentals. 

The problem to which the Committee addressed itself 
was the calculation of income and net worth of a company 
whose fixed assets, in the opinion of those most competent 
to judge, have a value in excess of their book value as a 
result of increases in the relevant price levels or of demon- 
strated increase in earning power over that assumed at 
the time of purchase. Statistics quoted as an appendix 
to the bulletin reveal that from 1925 through 1934 in the 
United States there occurred eighty-three instances of up- 
ward revaluations of fixed assets in a sample of 272 large 
industrial corporations, and that of 562 property items 
appearing in 500 published balance sheets for 1938 there 
were shown at appraised or revised values 135, at cost 251, 
at book values 33, and under other captions 143. 

The Committee was unable to secure a unanimous opin- 
ion on any aspects of the problem, but eighteen out of the 
twenty-two members subscribed to two propositions—first, 
that accounting for fixed assets should normally be based 
on cost and that any attempt to make property accounts 
in general reflect current values is both impracticable and 
inexpedient, second that where appreciation has in fact 
been entered on the books income should be charged with 
depreciation computed on the new and higher values. The 
second of these conclusions was reached by reasoning that 
“when a company has made representations in its balance 
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sheet as to an increased value of its property and others 
have bought its securities upon these representations, it is 
not unreasonable to interpret the formal adoption of the 
larger amount for plant as implying an intention on the 
part of the company to maintain that larger amount of 
invested capital intact by proper charges against income.” 


It is to be hoped that the Committee will 
Capital eventually make a frontal attack on the root 
Maintenance question whether, altogether apart from 

legal or moral considerations, management 
in making provision for depreciation of fixed assets intends 
in fact to conserve the original investment as measured 
in terms of money or as measured in terms of changing 
real earning power. Meanwhile it is interesting to note 
that of the four dissidents one based his dissent on the 
belief that financial statements do not constitute any repre- 
sentation or commitment that invested capital will be 
maintained intact or dividend payments will be limited 
except only as applicable law may from time to time pre- 
scribe. Another did not approve of any departure from 
the cost basis for depreciation charged in determining the 
final net income figure reported, except in cases where the 
appraisal is a feature of formal or quasi reorganization. 


We ourselves are inclined to the view that 4 representa- 
tion in a financial statement that fixed assets are worth 
more than their original cost (as depreciated to date) is not 
necessarily to be interpreted as an undertaking to increase 
the original monetary investment by keeping back a part 
of what would ordinarily be regarded as earned profit avail- 
able for dividends. We think this is so even when the 
appreciation has been brought on to the books and credited 
to capital surplus because in that circumstance we see noth- 
ing in either law or morality to prevent the capital surplus 
being used to write off the appreciated book value of the 
asset over the remainder of its life. We would argue, there- 
fore, that a decision to maintain real earning power (and 
not merely monetary investment) is a matter of financial 
policy, that such a decision involves an appropriation of 
earned surplus and not a charge against earnings, and 
that management having made the decision should explain 
to the shareholders the significance of the voluntary ap- 
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propriation of earned surplus which they are asked to ap- 
prove, either explicitly or implicitly. 

The Committee was unable to establish any consensus 
of opinion on aspects of the problem of appreciation other 
than those discussed above and it therefore, in regard to 
these aspects, merely set out the conflicting considerations 
“which require careful study before more extended con- 
clusions can be reached.” 


This is the season when garden enthus- 
Accountants and __iasts (particularly rock gardeners) im- 
Green Fingers portune us for expressions of admira- 

tion for their choicest or rarest blooms, 
and when those who are unable to bandy Latin names back 
and forth shun the company of their horticulturally minded 
friends. We ourselves though not above (or beneath) em- 
broidering a technical discussion with a well-worn Latin 
tag have a spiritual affinity in the realm of flowers with 
the heroine of a poem by Reginald Arkell: 


It was a simple country child 

Who took me by the hand: 

Why English flowers had Latin names 
She couldn’t understand. 

Those funny, friendly English flowers, 
That bloom from year to year— 

She asked me if I would explain, 
And so I said to her: 


Eranthus is an aconite 

As everybody knows, 

And Helleborus Niger is 

Our friend the Christmas rose. (and so on) 


She listened, very patiently 

Then turned, when I had done, 

To where a fine Forsythia 

Was smiling in the sun. 

Said she: “I love this yellow stuff.” 

And that, somehow, seemed praise enough. 


We probably owe an apology to our readers for breaking 
into verse which has so little apparent connection with the 
events taking place around us. But we started out to 
advance a theory that red ink develops green fingers, or 
in other words that accountants as a group are lovers of 
flowers and skilled in the growing of flowers—by contrast 
with the male human species as a whole which is assumed 
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to be incapable of any garden activity more intellectual 
than the wielding of a lawn mower. Our theory is based 
on personal acquaintance with members of the profession 
who have attained something like celebrity in the cultiva- 
tion of a variety of flowers and we feel that it is not neces- 
sarily falsified by the admitted existence of other members 
who live in blissful ignorance of the activities of the aphis 
and the tarnish bug. 


In anticipation of the demand that, judging 
Chartered from the experiences of the last great war, 
Accountants would be made by the government on our 
and the War profession should another war be forced 

upon the world, the Executive Committee 
of our Association in May 1939 sent to all members living 
in Canada a form of registration for national service. This 
form asked for particulars of the member’s capabilities 
and training and for such other information as would be 
helpful to the government. The response to the invitation 
to become registered was very satisfactory, and to date 
over one thousand forms have been returned duly filled in, 
and these in turn have been filed by us with the government 
at Ottawa. 

This action of the Executive Committee was not taken 
any too soon. When Great Britain and the other British 
Dominions last September found it necessary to challenge 
the aggressor in Europe and to espouse the cause of the 
weak and oppressed nations there, an immediate call to 
men of training and experience in the spheres of industry 
and finance went out from the Dominion government. Week 
by week and month by month since then the war organ- 
ization of Canada has been expanding, and the call for 
members of the profession throughout the Dominion to 
serve in various departments of the government has not 
yet ceased. Some indication of the extent of that call and 
of the posts of responsibility being filled by members may 
be gathered from a perusal of the personnel of the war 
organization announced by Prime Minister Mackenzie King 
in the House of Commons on 8th July last. A reference 
to some of these appointments may be found in the “general 
notes” column of this issue. The two departments of gov- 
ernment, however, that have made the heaviest demands 
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on our profession are the Foreign Exchange Control Board 
and the National Defence for Air. In the former about 
thirty chartered accountants have been added to the per- 
manent staff and fifteen others are engaged temporarily in 
investigation work. In the second department, sixty mem- 
bers ranging in age from twenty-four to thirty years and 
representing all the nine provincial Institutes have been 
accepted for commissions in the Royal Canadian Air Force 
for duties in connection with the pay and accounting ser- 
vices. In addition to these, a considerable number have 
assumed commissions in regiments for home and overseas 
duty. 

The number of members who offered themselves for 
national service, as we have already stated, reached the 
thousand mark. That is a very considerable proportion of 
the membership of the profession living in Canada—ap- 
proximately 2,250. Inquiries are coming in from some 
of these as to why the government has not called upon 
them to assist in the war effort to which they are anxious 
to make a contribution. Such inquiries can only be regarded 
as natural. They will realize now, however, that the gov- 
ernment would not take so large a proportion of our mem- 
bership for governmental work. Indeed, it is fortunate that 
the full thousand have not been thus drafted, otherwise 
the profession would be finding itself greatly handicapped 
in its regular services to business and industry. The 
Ottawa government has recognized this, and on more than 
one occasion it has stressed the supreme importance of 
avoiding radical changes in the conduct of business and of 
doing everything possible to encourage the industrial and 
financial world to function as usual during war days. 


For generations the cities and towns and 
British fertile lands of this continent have been free 
Child Guests from the horrors and ravages of war—for 

which the Canadian and American people 
have much to be thankful. In consequence our inhabitants 
know little of the extent of the terrors and death and 
suffering through which multitudes of helpless men, women 
and children in most European countries have recently been 
passing. Some measure of our sympathy for them in their 
distress however has found expression in Red Cross service 
and the work of other rescue organizations. 
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Now our own British Isles are threatened with invasion 
and death. The enemy bomber is no respecter of persons, 
and in recent months a familiar verse of Wordsworth will 
probably have been recalled by thousands of anxious parents 
there: 


A simple child, 

That lightly draws its breath, 
And feels its life in every limb, 
What should it know of death? 


When the British government announced its desire to 
evacuate children to Canada and the other Dominions so 
as to remove them from the hazards to life and limb, the 
news was welcomed in Canada, and thousands of our peopie 
immediately offered to open their homes to receive these 
child guests for the duration of the war. 

The Executive Committee of our Association, feeling 
that the members of the profession in Canada would want 
to do all they could to help in this movement, early in July 
sent a communication asking each member to notify his 
respective Provincial Institute of the number of children 
of members of the profession in the Old Land that he would 
be prepared to take. 

We expect that members will not confine their offer to 
children of professional accountants but will be. prepared to 
receive any of these thousands of little people if and when 
they arrive in Canada. We say “if” because at the time of 
writing doubts are being expressed in Great Britain that 
any large number of children will be transferred to the 
Dominions. If the scheme of evacuation is dropped or car- 
ried out on a scale less extensive than that at first intended, 
there will be many disappointments—not to the children 
only but also to households in this country. 
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THE FINANCIAL CONSEQUENCES OF STORES 
ACCOUNTING 


A Study of the Effects of Alternative Methods for 
Pricing Stores Issues and of the Advantages 
of Good Stores Accounting 


By Cecil A. Ellis, Chartered Accountant, 
Montreal 


pesca contemporary professional literature from the 
United States shows that our American friends are 
giving considerable attention just now to the relative 
advantages of alternative methods for pricing out materials 
from stores, and merchandise from stocks, as well as for 
valuing remaining inventories. This attention has been 
prompted by Section 219 of the United States Revenue Act 
of 1939 which extends to all American taxpayers the right 
to value inventories by application of the “last-in, first-out” 
method of stores accounting. This right, which previously 
was restricted to specified industries, enables inventories 
to be valued more closely to what may be described as 
“historical original cost” than that resulting from applica- 
tion of the more generally used “‘first-in, first-out” method. 


An article submitted by the writer appeared in the De- 
cember 1937 issue of THE CANADIAN CHARTERED ACCOUNTANT 
under the title, “The Control and Valuation of Stores.” The 
writer now ventures to add this brief supplement upon the 
subject which has assumed considerably increased import- 
ance. 

Probable Objects of New Ruling 


The concession extended by Section 219 of the Revenue 
Act 1939 apparently may be accepted or rejected by Amer- 
ican taxpayers at their discretion. Presumably, once a 
choice of method for valuing inventories is made, it must 
be adhered to for all time, or until some new official regu- 
lation permits change to another basis. 

The probable object of Section 219 of the Act seems to 
be to counteract in some measure the consequences of ex- 
cessive fluctuations in commodity prices and to protect 
taxpayers so far as may be possible against erratic tax 
bills. The great merit of the provision is clearly described 
by a distinguished contributor to the January 1940 issue of 
the Journal of Accountancy of New York as being its tend- 
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ency “to flatten out the curve of earnings in periods during 
which prices successively rise and fall.’’* 

While application of the “last-in, first-out” method of 
stores accounting unquestionably operates to level out ex- 
tremities caused by erratic price movements, it is by no 
means as certain that it results, in the long run, to the 
benefit of the taxpayer. Because of the varying problems 
of individual cases and of various factors which cannot be 
foreseen, Section 219 raises for taxpayers and their ac- 
countants many interesting and unusually vital questions. 
Study of his individual problems before irrevocable adoption 
of the “last-in, first-out” method may well enable the tax- 
payer to avoid the error of grasping too quickly the initial 
benefit which the offer appears to contain, only to find that 
his gain was but temporary and his subsequent loss greater. 


“Last-in, First-out” and Tax Incidence 


Endless examples can be submitted showing that during 
times of rising commodity prices the “last-in, first-out” 
method for valuing stores occasions higher costs than does 
the “first-in, first-out’? method, and that in consequence 
it provides tax relief when prices are rising. But it is 
equally demonstrable that when prices recede, the “last-in, 
first-out” method operates to reduce costs and thus to raise 
the tax bill above that which would be payable were the 
“first-in, first-out” method employed. 

In other words, the effect of the concession is merely 
to defer the incidence of profits tax to accounting periods 
in which business conditions are the less favourable. This 
is so because, while selling prices admittedly move up- 
wards or downwards in sympathy with commodity prices, 
they are usually quite unaffected by a taxpayer’s choice 
of method for valuing his inventory. The only cases in 
which choice of method for valuing stores can affect selling 
prices are those in which selling prices are determined upon 
a “cost plus” basis. 

In order to demonstrate clearly the effects of the two 
methods for valuing stores during periods of upward and 
downward movements in commodity prices, the following 
illustrations are submitted showing in hypothetical figures 





*“Valuation or Historical Cost: Some Recent Developments,” by 
George O. May. 
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supposed issues of copper for manufacturing purposes. The 
price variations will be restricted purposely within a reason- 
ably narrow range, and receipts into and issues from stores 
will be spread evenly over successive accounting periods of 
one year in each price direction. 
substitute the figures by any others that may be more 
appropriate to their individual needs, the principles under- 
lying these examples and the effects of them will remain 


unchanged. 


EXAMPLE “A” 


THE EFFECT OF EMPLOYING THE “FIRST-IN, FIRST-OUT’ METHOD IN A RISING MARKET 


INCOMING OUTGOING 
Unit Unit 
Date Lbs. Price Value’ Date Lbs. Price Value 


Jan. 1 600,000 9c $54,000 Feb. 20 


200,000 9c $18,000 


Mar. 20 100,000 9c 9,000 
Mar. 31 600,000 10ce 60,000 Apr. 20 100,000 9c 9,000 
June 20 200,000 9c = 18,000 
June 20 300,000 11lc 33,000 Aug. 20 200,000 10c 20,000 
Sept. 20 100,000 10c 10,000 
Sept. 30 200,000 12c 24,000 Nov. 20 200,000 10c 20,000 
Dec. 20 100,000 10c 10,000 
Dec. 31 Balance 
Total Charged Out $114,000 
Upon assumed sales 200,000 


{nventory Market Value $60,000 —_—__—_. 
57,000 Gross Profit will be $ 86,000 
Tax at, say 20% $ 17,200 


Book Value 


EXAMPLE “B” 


THE EFFECT OF EMPLOYING THE “LAST-IN, FIRST-OUT’ METHOD IN 


INCOMING OUTGOING 
Unit Unit 
Date Lbs. Price Value Date Lbs. Price Value 


Jan. 1 600,000 9c 
Mar. 31 600,000 10c 
June 30 300,000 Ilc 
Sept. 30 200,000 12¢ 


$54,000 Feb. 20 
Mar. 20 
60,000 Apr. 20 
June 20 
33,000 Aug. 20 
Sept. 20 
24,000 Nov. 20 
Dec. 20 
Dec. 31 


200,000 9c $18,000 
100,000 9c 9,000 
100,000 10c 10,000 
200,000 10c 20,000 
200,000 1l1lce 22,000 
100,000 1le 11,000 
200,000 12c 24,000 
100,000 10c 10,000 
Balance 


Total Charged Out 
Upon assumed sales 
nventory Market Value $60,000 
Book Value 47,000 Gross Profit will be 
Tax at, say 20% 
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$124,000 


200,000 


$ 76,000 


$ 15,200 


Although readers may 


BALANCE IN STOCK 


Lbs. 


400,000 
300,000 
800,000 
600,000 
700,000 
600,000 
600,000 
500,000 
500,000 


Value 


$36,000 
27,000 
78,000 
60,000 
73,000 
63,000 
67,000 
57,000 
57,000 


A RISING MARKET 


BALANCE IN STOOK 


Lbs. 


400,000 
300,000 
800,000 
600,000 
700,000 
600,000 
600,000 
500,000 
500,000 


Value 


$36,000 
27,000 
77,000 
57,000 
68,000 
57,000 
57,000 
47,000 
47,000 
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EXAMPLE “C” 


THE EFFECT OF EMPLOYING THE “FIRST-IN, FIRST-OUT” METHOD IN A FALLING MARKET 


INCOMING —————_-—————_ OUTGOING 
Unit Unit BALANCE IN STOCK 
Date Lbs. Price Value Date Lbs. Price Value Lbs. Value 
Jan. 1 500,000 $57,000 Feb. 20 200,000 11lce $22,000 300,000 $35,000 


Mar. 20 100,000 lle 11,000 200,000 24,000 
Mar. 31 200,000 12c 24,000 Apr. 20 100,000 12c 12,000 200,000 36,000 
June 20 200,000 12c 24,000 100,000 12,000 | 
June 30 200,000 lle 22,000 Aug. 20 100,000 12c 12,000 200,000 22,000 ! 
100,000 lle 11,000 100,000 11,000 | 
Sept. 20 100,000 lle 11,000 — — 
Sept. 30 300,000 10c 30,000 Nov. 20 200,000 10c 20,000 100,000 10,000 





Dec. 20 100,000 10c 10,000 — + 
Dec. 31 600,000 9c 54,000 Dec. 31 Balance 600,000 54,000 
Total Charged Out $133,000 
Upon assumed sales 200,000 
Inventory Market Value $54,000 ————————— 
Book Value 54,000 Gross Profit will be $ 67,000 
Tax at, say 20% $ 13,400 


EXAMPLE “D” 


THE EFFECT OF EMPLOYING THE “LAST-IN, FIRST-OUT’ METHOD IN A FALLING MARKET 





INCOMING ——————-——————- OUTGOING 
Unit Unit BALANCE IN STOCK 
Date Lbs. Price Value Date Lbs. Price Value Lbs. Value 
Jan. 1 500,000 $47,000 Feb. 20 200,000 10c $20,000 300,000 $27,000 


Mar. 20 100,000 9c 9,000 200,000 18,000 
Mar. 31 200,000 12c 24,000 Apr. 20 100,000 12c 12,000 300,000 30,000 
June 20 100,000 12c 12,000 200,000 18,000 
100,000 9c 9,000 100,000 9,000 
June 30 200,000 i1le 22,000 Aug. 20 200,000 llc 22,000 100,000 9,000 
Sept. 20 100,000 9c 9,000 — _ 
Sept. 30 300,000 10c 30,000 Nov. 20 200,000 10c 20,000 100,000 10,000 
Dec. 20 100,000 10c 10,000 _ 


Dec. 31 600,000 Se 54,000 Dec. 31 Balance 600,000 54,000 
Total Charged Out $123,000 
Upon assumed sales 200,000 
Inventory Market Value $54,000 ee 
Book Value 54,000 Gross Profit will be $ 77,000 
Tax at, say 20% 15,400 


As may be seen from the foregoing examples the open- 
ing stock valued at $54,000.00 in the first year is increased 
by purchases of 1,100,000 lbs. costing $117,000.00 under 
each method. Example “A” shows issues of 1,200,000 Ibs. 
at a total book value of $114,000.00. Example “B’” shows 
issues also of 1,200,000 lbs. but at a book value of $124,- 
000.00. Assuming sales to be $200,000.00 in each case, the 
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gross profit in example “A” is $10,000.00 more than in 
example “B”’. 

For the second year, which shows decreasing commodity 
prices, example “C’” commences with the closing stock 
brought from example “A”, i.e., 500,000 Ibs. valued at 
$57,000.00, which becomes increased by purchases of 1,- 
300,000 Ibs. costing $130,000.00. Reduced by issues of 1,- 
200,000 lbs. valued at $133,000.00, this example closes with 
an inventory of 600,000 Ibs. valued at the same price as 
that prevailing at the commencement of the two-year cycle. 
Similarly example “D” opens with 500,000 lbs. valued at 
$47,000.00 brought from example “B”; this opening stock 
is increased during the year by purchases of 1,300,000 Ibs. 
costing $130,000.00 and it is reduced by issues of 1,200,000 
Ibs. valued at $123,000.00 to a closing stock on hand of 
600,000 Ibs. valued at $54,000.00. Sales during the second 
year being $200,000.00, as they were during the first year, 
the gross profit in example “C” is $10,000.00 less than it 
is in example “D”. Because the figures used reflect counter- 
balancing price trends for the two years, it is permissible 
to assume that selling prices for 1,200,000 lbs. will be sim- 
ilar for each year. Consequently, the figures portrayed in 
these examples do not in any way distort reasonable pos- 
sibilities. 

It is clear, therefore, that if profits tax (at a supposed 
rate of 20%) remains unchanged throughout counterbal- 
ancing periods, the aggregate tax payable under the “last- 
in, first-out” method will be no less than that payable 
under the alternative “first-in, first-out”? method. 

Care has been taken in presenting these examples to 
avoid any “weighted” figures that could be employed to 
show how either of the two methods might result in a 
higher aggregate tax bill. The fact that interim stocks 
in the second period are relatively low is consistent with 
normal business probabilities. The simplest possible condi- 
tions have been portrayed with the principal object of show- 
ing that while comparatively “last-in, first-out” confers 
certain tax benefits during periods of rising commodity 
prices, the position is exactly the reverse while falling 
commodity prices prevail. Consequently, it is safe to say 
that any immediate benefit obtainable by adopting “last- 
in, first-out” during a cycle of rising prices, such as is now 
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being witnessed, must at some time be refunded by the 
taxpayer when the top has been reached and prices pursue 
their downward course. 

If, as is practically certain, business volume is less 
evenly spread over two successive years, actual results 
would become very different to those shown by the ex- 
amples given herein. A greater activity during the upward 
price cycle may cause the “last-in, first-out”? method to be 
much more favourable to the taxpayer than its alternative. 
Conversely, commodity price increases could occasion such 
a reduction in business activity as to throw the greater 
volume into the downward price cycle and so make the 
“first-in, first-out” method the more beneficial from a taxa- 
tion standpoint. Also, and this is especially important, 
progressive increases in taxation rates may far more than 
offset any advantage conferred by the “last-in, first-out” 
method during rising prices such as now prevail. The 
effect of such increase would be that in a recession period 
the tax payment would be abnormally high. It would most 
probably render that basis for valuing inventories unneces- 
sarily costly in taxes. 

Such points as these are typical of the complex prob- 
lems that arise when any attempt is made to choose ad- 
vantageously between the alternative valuation methods 
now offered by Section 219 of the Revenue Act. The dif- 
ficulty of solving these problems is such that elevates the 
provisions of this Section to first rank in recent important 
developments in taxation law. 

Arguments For and Against “Last-in, First-out” 

Although it may appear that the arguments presented 
herein are more against than in favour of employing the 
“last-in, first-out” method, it should be emphasized that 
they are intended principally to examine the difficult prob- 
lem which presents itself whenever the choice of method 
is to be made. 

Conditions now reviewed may conveniently be summed 
up under the two following headings: 

1. Conditions Favouring the “Last-in, First-out” Method 
—This method may operate favourably to taxpayers, 

(a) If commenced during periods of rising commodity 

prices, provided that subsequent recessions do not 
run the full course of the rises; 


82 











Ere: 


THE FINANCIAL CONSEQUENCES OF STORES ACCOUNTING 


(b) If commenced during a period of falling commodity 
prices followed by a period of vigorous price in- 
crease of a greater extent; 

(c) If the basic rates of profit taxes are not increased 
and either of the above conditions prevail; and 

(d) If basic rates of profit taxes are reduced during 
times of price recessions. 


2. Conditions Rendering the “Last-in, First-out” Method 
Unfavourable—This method may operate unfavourably to 
taxpayers, 

(a) If commenced during a period of rising commodity 
prices, followed by a fall that eliminates or exceeds 
the increase; 

(b) If commenced during a period of falling commodity 
prices, followed by an increase of an extent less 
than the fall; 

(c) If the basic rate of profits tax and either of the 
above conditions, (a or b) prevail; and 

(d) If basic rates of profits tax are increased during 
price recessions. 

An additional circumstance unfavourable to the “last-in, 
first-out” method is, of course, the fact that it tends to 
cause taxes to be heavier during relatively poor times, as 
already discussed in previous paragraphs. 

A matter of relatively less importance is the fact that 
larger cash funds are apt to be tied up in inventories when 
prices rise than when they drop. Too much importance 
should not be attached to this fact, however, so long as 
the payment of taxes involves no serious financial embar- 
rassment. To risk incurring unnecessarily high taxes dur- 
ing depressed business periods in order to gain an immediate 
benefit while prices are rising is unlikely to be attractive 
to business executives. 

Choice Requires Careful Judgment 

Because it is quite impossible to forecast any major 
changes or radical upheaval in world affairs, and dangerous 
to try to anticipate far ahead even the normal course of 
business, the only safe basis upon which to choose between 
alternative methods for valuing stores is to apply the 
soundest possible judgment to each individual case in the 
light of existing conditions. In this connection, the tax- 
payer will without doubt attach importance only to known 
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factors and refrain from any speculative flights into the 
economic unknown. Known facts are: 

1. Commodity prices are in an upward trend at present, 
and at least a further mild increase seems probable. 

2. Under normal conditions these increased prices will, 
sooner or later, tend to drop. Their fall may stop 
at a point above recent lows, or it may go below them. 
Nobody can safely forecast how selling prices may 
fluctuate or what other factors may influence busi- 
ness. 

3. Any reduction in profits taxes within the visible fu- 
ture appears to be quite improbable; on the contrary, 
increases appear to be the more likely. 

In all the circumstances, therefore, the safest course 
seems to be to adopt that valuation method which follows 
most closely the course of facts and known probabilities 
and which does not anticipate the nebulous future possi- 
bilities of the times in which we live. This theory would 
seem to favour “first-in, first-out” principle as long as no 
serious economic disturbance is threatened. 


“Hedging” and the “Average Price” System 


These remarks would not be complete, however, without 
some brief reference to cases where the “hedging” method 
of stores control can be operated satisfactorily, and those 
in what is known as the “average price” system is employed. 

By the “hedging” method a predetermined quantity of 
stores is maintained somewhat in the nature of a permanent 
investment in “working capital” and current issues are sim- 
ultaneously covered by current purchases; issue prices are 
made to synchronize with those of the purchase costs. This 
system, which perhaps can be considered more in the nature 
of “last-in, first-out” than its alternative, appears to be very 
suitable so long as it can be carried physically into effect. 
Any failure, however, to cover issues with corresponding 
replenishments into stores makes its operation impossible, 
and it is not difficult to understand that in most industries 
other than those dealing in specified commodities, the 
“hedging” method is not altogether practicable. 

The “average price” method which is widely used in 
many branches of industry, and which is based upon cur- 
rent average inventory values, is a sort of compromise be- 
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tween the “first-in, first-out” and the “last-in, first-out” 
systems. Some accountants consider it to be suitable, while 
others do not recommend its employment. Wherever it may 
be in use and brought into comparison with the suggested 
“last-in, first-out” system, the arguments put forward for 
the “first-in, first-out” principle may be applied in a modi- 
fied degree, and suitable conclusions may be formed from 
the facts of individual cases. 
Conceivable Developments in Canada 

Discussion thus far has been focussed mostly upon re- 
cent developments in United States income tax procedure 
and their effects upon American taxpayers. Because of cer- 
tain similarities of their industrial and economic conditions 
to those of their American neighbours, Canadian business- 
men may well find it advantageous to study the immediate 
effects, and particularly the ultimate consequences, of any 
changes that may be made in the methods now employed. 
Thus, if at some future date any similar option should be 
extended in Canada, early study of its intended advantages 
may assist them in their efforts legitimately to obtain the 
best results which the law permits without injuring the 
national interest. 

The Consequences of Stores Accounting 
Section 219 of the Revenue Act is but one example of the 
vital importance of inventory values to the administration 
of business. Other rulings no less far-reaching may be 
made at any time. It is apparent that large interests are 
likely to be at stake and that inventory values will prob- 
ably be the subject of considerable discussion and scrutiny. 

Whenever faced with a similar option as far reaching 
as that which has been discussed, business executives will be 
quite unable to avail themselves of obtainable advantages 
or to avoid serious losses resulting from wrong decisions 
if their stores accounting methods are inadequate. On the 
other hand, if stores accounting is raised to its proper level 
of importance and is maintained properly, executives, when 
faced with an official regulation affecting inventories, will be 
able to make proper decisions of best advantage to their 
businesses. 

There appears, therefore, more reason than ever before 
to suggest that the subject of stores accounting is now of- 
fering very wide scope for those accountants who wish to 
extend their useful services to industry. 
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THE GOLD PROBLEM 


Editor’s Note: Not a few of the members of our Association are 
enquiring these days about what is to happen to the vast amounts of 
gold put away in safety vaults “down Kentucky way.” The following 
article prepared by The National City Bank of New York formed part 
of its June letter and is published here with the kind permission of 
the Bank. 

Those who are interested in studying the subject further, and 
more particularly the development of central banking in Canada and 
the part played by gold in that system, are referred to Plumptre, 
Central Banking in the British Dominions (University of Toronto 
Press, 1940). A review of this book was published in the May issue 
of THE CANADIAN CHARTERED ACCOUNTANT. 


_—" current revival of popular interest in gold is no 
new phenomenon. Periodically, back even to ancient 
times, men have become excited about gold. In the Middle 
Ages the search for gold and treasure prompted the voyages 
leading to the discovery of America. All Europe was stirred 
by the newly found wealth of gold and silver in Mexico 
and Peru, which, pouring back to the Old World in the 
treasure ships of Spain, laid the basis for a great rise of 
prices, and contributed greatly to the stimulation of com- 
merce and industry that marked the end of the Dark Ages. 
More recently, in our own country, the gold rushes to Cali- 
fornia in the 1840s and ’50s, and to Alaska in the early 
1900s, reawakened popular interest in gold and sent thou- 
sands of adventurers to brave hardships and death in wild 
frontiers, lured by the magic of the word—gold. 

The extraordinary thing is not that people are talking 
about gold but rather what they are saying about gold. 
Always in the past the interest has been in acquiring gold. 
Nations have sought it because it gave them financial power 
and a strong backing for the currency without which no 
people can be completely confident of the quality of their 
money. Individuals sought it as the safest and most liquid 
of all investments—something of such universal accept- 
ability that it could always be exchanged for whatever goods 
and services might be wanted. 

Now, however, people are saying new things about gold. 
Because of the great rise that has taken place in our gold 
stocks, we hear that as a nation we have too much gold; 
that instead of our holdings being a source of strength, 
they are a menace, threatening us with inflation; that in 
taking this gold from foreign countries we have been trad- 
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ing valuable goods and services for a lot of useless metal 
which we can only “bury in a hole in Kentucky;” that for- 
eigners are going to sell us all their gold, and, having done 
so, will demonetize it leaving us “holding the bag;’” and so 
on, in the same vein. 

The present situation as to gold is indeed unprecedented, 
and it is not surprising that the public mind is confused 
and apprehensive about it. Although several competent 
analyses of the problem have appeared, there is evidence 
in comments appearing in the press, and in inquiries which 
we receive, of a need for further explanation and discus- 
sion. In the following article we propose to set forth what 
appear to us to be the salient facts of the gold situation, 
together with certain suggestions and conclusions relative 
to current misgivings about gold. 


Growth of Gold Supplies in World and United States 


To begin with, it will be recognized that the gold prob- 
lem arises from two great changes in the quantity and dis- 
position of the world’s gold: first, a tremendous increase in 
the total stock of gold; and, second, its concentration largely 
in the United States. 

The first began with the decline in the pound sterling 
which raised the price of gold in terms of that currency, 
giving a huge subsidy to gold producers throughout the 
sterling area, and vastly stimulating output. The United 
States soon followed and today world gold production is at 
the annual rate of 40 million ounces, worth approximately 
$1.4 billions, nearly double the volume and over three times 
the value of the output in 1930, before the round of currency 
devaluation was started. 

Moreover, while production has been increasing, supplies 
have been augmented by the dehoarding of great quantities 
of metal in India, curtailment of normal industrial demand, 
and the melting down of gold objects, particularly in coun- 
tries such as Germany, Italy and Japan where need for for- 
eign exchange has been acute. Today the monetary value 
of revealed gold stocks of all central banks and governments 
is close to $26 billions, roughly 214 times the total in 1930, 
and about 6 times the total at the outbreak of the war in 
1914. 

The second great change in the gold situation—the con- 
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centration of holdings in the United States—really began 
with the great war of 1914-18, but has made particularly 
rapid progress since the devaluation of the dollar on Jan- 
uary 31, 1934. Before devaluation the gold stocks of this 
country amounted to about $4 billions, equal to approxi- 
mately 36 per cent of the world’s stock. Now we have over 
$19 billions, or 70 per cent of the world’s stock. Although 
this is undoubtedly more than we need, it is interesting to 
learn that it is not far in excess of our percentage of the 
world’s bank deposits. 

Of the increase of roughly $15 billions in United States 
gold holdings in less than six and a half years, the devalua- 
tion profit contributed $2.8 billions, and purchases of domes- 
tic production and scrap about $1 billion, leaving over $11 
billions accounted for by imports from abroad. This is 
excluding $1.3 billions of gold now under foreign earmark 
in this country, which does not belong to us and is not 
counted as part of our monetary stock. 


Why Gold Has Come Here 


Why did this $11 billions of gold come to this country? 
Was it, as some have said, because we have been paying 
more for it than any other country, or were there other 
reasons? 

Both Secretary Morgenthau and Dr. Goldenweiser of 
the Federal Reserve Board have denied that price has been 
the influential factor. They point out that where gold is 
permitted to move freely, as was the case in most countries 
up to or shortly before the war, its price expressed in 
dollars or any other currency is the same (after allowance 
for shipping costs) the world over, being kept so by the 
operations of arbitrageurs who would be quick to take ad- 
vantage of any spread. The real reason, they say, why 
gold has come here in such vast quantities has been the 
flight of capital from Europe, together with large pay- 
ments on balance for American goods and services of 
various kinds. 

Secretary Morgenthau and Dr. Goldenweiser are justi- 
fied in emphasizing these influences. If we examine our 
balance of payments figures, we find that in the six years 
1934 through 1939 we rolled up a credit balance on mer- 
chandise and service account of something like $2.2 billions, 
repatriated over $1.5 billions of American capital previous- 
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ly sent abroad, and imported foreign capital for safekeeping 
in our banks or investment in our securities to a reported 
amount of $4 billions, with the actual total probably much 
higher. Considering the conditions that have existed in 
Europe, it seems probable that we should have got a great 
deal of this money anyhow, regardless of what we were 
paying for gold, but surely we would not have got so much 
had the price not been advanced. 

We should not fail to recognize that the act of devalua- 
tion was itself a highly disturbing influence in the ex- 
changes. It put American goods and securities on the bar- 
gain counter for other countries and spread fear and un- 
certainty to other currencies, hence contributing greatly to 
the gold movement, especially in the beginning. Moreover, 
as Dr. Goldenweiser points out, the higher prices for gold 
increased both its production and monetary value, so that 
foreign countries have had more gold to spare for ship- 
ment to this country in meeting capital movements. 

What Happens to Gold Imports? 

So many questions are asked as to what happens to gold 
brought to this country that a brief description of how it 
is paid for and what is done with it may be desirable. 

The United States Treasury pays for gold, both foreign 
and domestic, by drawing a check on its fiscal agents, the 
Federal Reserve Banks. Subsequently, the Treasury reim- 
burses itself for the cost by issuing gold certificates or gold 
certificate credits to the Reserve Banks and receiving a cor- 
responding credit to its deposit account at the Reserve 
Banks. The gold thus becomes cover for gold certificates 
which are held by the Federal Reserve Banks and consti- 
tute the legal reserve against Federal Reserve notes and 
Federal Reserve deposits—the latter in turn constituting 
the legal reserve against deposits of all member banks of 
the Federal Reserve System. 

Gold shipped to this country by foreign central banks 
and governments for safekeeping is held by the Federal Re- 
serve Banks under earmark for their account. This gold 
does not belong to the United States and is not counted as 
part of its monetary stock, but may be sold to the Treasury 
which will pay for it in the manner described. 

Foreign individuals and private corporations, like their 
domestic counterparts, are not permitted to hold gold in this 
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country, either under earmark or otherwise, but must sell 
any gold in their possession to the Treasury, receiving in 
return credits which they can either retain in the form of 
bank deposits or convert into American goods or securities. 


However, most foreigners desiring to transfer funds to this 


country do not ship gold; they merely buy dollars in the 
exchange market, which may or may not result in a gold 
shipment, depending upon the relationship between the de- 
mand for, and the supply of, dollars. 


Dual Character of Our Gold Problem 


Can we manage this vast and increasing supply of gold 
without harmful consequences to our economy? Upon an- 
alysis this problem will be found to divide into two parts: 
first, the effects of gold imports upon our credit and price 
structure, and possibilities for inflation; and, second, the 
future of gold itself. 


In the field of credit, the problem arises through the 
impact of gold imports upon the banking system. As gold 
comes into the country and is purchased by the Treasury, 
the proceeds are deposited as cash in the banks and add to 
the quantity of the banking reserves. Due largely to the 
constant increments from this source, the cash reserves of 
the member banks of the Federal Reserve System have been 
lifted in the past six and a half years by something like 
$10.5 billions. Since commensurate outlets in loans and 
investments have been lacking, much of this money has 
simply piled up in the form of surplus reserves, now totaling 
in excess of $6 billions, and still rising. All this has 
swamped the money market, with far-reaching consequences 
upon the economy as a whole. Interest rates have dropped 
lower than ever before, individuals and institutions depend- 
ent upon investment income have been penalized, banks in 
their search for earnings have been forced into longer-term 
assets and placed under great temptation to lower credit 
standards, and, finally, though by no means least important, 
conditions have been created in the government security 
market setting an artificial valuation upon government 
credit and thus dulling the public mind to the dangers of 
long-continued Treasury deficits. Looking to the future, an 
important consideration is that gold imports already have 
raised bank reserves beyond the scope of effective Federal 
Reserve action should inflationary psychology develop. 
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The second aspect of our gold problem is perhaps more 
basic than the first, in that it involves questions and doubts 
as to the status of gold itself. As stated at the outset, 
people are beginning to wonder whether we are getting our 
money’s worth in continuing to accumulate at high cost an 
asset of which we already have too much and whose value 
in the future is regarded as not altogether certain. 


Need for Sense of Proportion 


It would be idle to deny the reality and gravity of these 
problems created by gold. We must face them frankly and 
without prejudice if we hope to find the right answers. 
And yet, at the same time, we must not lose our sense of 
proportion. Much that is being said about gold and the 
consequences of gold imports is greatly exaggerated, and 
founded upon no real understanding. As regards cheap 
money, damage has indeed been done, and we can hiardly 
hope to restore normal money market conditions without 
losses, perhaps severe, in certain directions. However, we 
are not helpless in the face of excess reserves. Devices can 
be used and powers conferred to deal effectively with this 
problem if we act with wisdom and resolution. 

As to the assertion that we are exchanging valuable 
goods and services for “useless” gold to “bury in the 
ground,” it is well to bear in mind that, as figures already 
cited have shown, only a little over $2 billions of our huge 
gold imports since 1934 can be accounted for by our net 
excess of sales of goods and services to other countries. All 
the rest represents a capital movement, partly our own 
money coming home and partly an influx of foreign capital 
the length of whose stay here cannot be determined. 

When we hear talk about the “uselessness” of our gold 
holdings, it is well also to remember that they serve as the 
monetary base for roughly $7.6 billions of currency out- 
standing and $58 billions of bank deposits. As such, they 
constitute a reserve against known actual and potential 
foreign claims upon this country approaching $6 billions 
and consisting of foreign-owned American bank balances 
and short-term investments and foreign-owned American 
negotiable securities. This means that if, at some future 
time, foreigners should withdraw funds in large quantities, 
as they did in 1931 and 1932, our capacity to make these 
payments will depend upon our ability to ship gold without 


AvaustT, 1940. 91 








THE CANADIAN CHARTERED ACCOUNTANT 


reducing our gold stock below what is required to provide 
adequate cover for our domestic currency and deposit 
liabilities. 

Moreover, in considering further the usefulness of these 
holdings, one must give thought to what might have hap- 
pened had we been unwilling to buy the gold offered during 
recent years. The tripartite exchange agreement probably 
would not have been possible, the relations between curren- 
cies would have been more unstable, if not chaotic, and in- 
ternational trade, including our own, would have been im- 
peded. Foreigners would have found it difficult to make 
payments in this country for our exports, and domestic busi- 
ness would have suffered. 

Granting that our gold stocks are much greater than 
needed, and that their continuing increase involves perplex- 
ing problems—even dangers—it is still true that in taking 
gold we have contributed to maintaining order in the ex- 
changes and have aided foreign countries to buy our goods 
during a difficult period, and in the process have added to 
our ownership of a commodity the intrinsic value of which 
has been recognized down through the ages. It is, in fact, 
very largely because we have this gold “buried in the 
ground,” as the phrase goes, that confidence in the dollar is 
so well-established, with psychological consequences that 
are far-reaching. After all, that is where people always 
have put gold, and precisely where it is the most useful— 
serving as a basis for credit and as reserve against em- 
ergencies. 


Alternatives to Present Gold Policy 


Is there any satisfactory alternative to the present 
policy? We need not expect an ideal solution. The mistake 
was in raising the price of gold in the first place, and now 
it is a question of making the best of it. 

Let us consider some of the suggested alternatives to 
the present gold policy. 

First, there is the proposal to lower our price for gold. 
Other countries, it is argued, would be forced to fall in line 
so that neither exchange rates nor commodity prices would 
be seriously affected. Our expenditures for gold would be 
lessened and the encouragement to excessive output 
curtailed. 
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On the other hand, certain other considerations would 
have to be carefully weighed. One of the most important 
of these at the moment is that any substantial cut in our 
gold price would, in the absence of loans or credits, ma- 
terially reduce the ability of the Allied Powers to make 
payment here for materials and supplies needed to prosecute 
the war. And other considerations may be enumerated, as 
follows. 

(a) Any indication that the United States was serious- 
ly contemplating reducing the price would preciptate a gold 
panic and cause holders the world over to dump their sup- 
plies on the United States Treasury. 

(b) It cannot be assumed that exchange rates would 
remain unaffected, as claimed. While the precise effects 
are difficult to estimate in advance, because of exchange con- 
trols, it is not unlikely that dollars would rise sharply 
against other currencies, thus disturbing both prices and 
export markets. 

(c) Any important cut in the gold price would inflict 
heavy loss upon the United States Treasury, since the value 
of the present holdings would have to be written down ac- 
cordingly. On the basis of existing stocks, every dollar of 
reduction in the price of gold would cost. the Treasury 
$550,000,000. Should the price be cut from $35 to say $25 
an ounce, it would not only wipe out the $1,800,000,000 
stabilization fund, but in addition the Treasury would have 
to borrow to buy $3,700,000,000 of the gold certificates now 
held by the Federal Reserve Banks as reserve for their note 
and deposit liabilities. 

(d) And probably most important from a practical 
standpoint—reduction of the price is probably politically 
impossible, since action along this line would require Con- 
gressional approval and no doubt would be opposed by agri- 
cultural interests and others who have come to regard a 
cheap dollar as essential to maintenance of commodity 
prices. 

A second suggested alternative to our present gold policy 
is that we stop buying gold altogether. This, however, 
would be even more disturbing to trade and exchanges than 
the first proposal. It would shut off a principal means of 
payment for our exports, especially to the Allies. Besides, 
it might deal a serious blow to the value of gold as a mon- 
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etary medium, which is the last thing that we, as the prin- 
cipal holder of gold, should want to do. 

A third proposal is to keep the gold price unchanged, but 
put a tax on gold imports. Actually, the tax would be 
equivalent to reducing our price for foreign gold, with the 
same disturbing effects upon trade and the exchanges. 
Moreover, unless we put an equal bounty on gold exports, 
the tax would establish a wide spread between the “gold 
points,” thus perpetuating instability in the exchanges. 

Still a fourth proposal is that gold production be limited 
by international agreement. This probably would be im- 
practicable under normal conditions, and most certainly 
would be under war conditions. 

To list the foregoing alternatives, together with pros 
and cons, is, it would seem, to give the answers. Either 
the proposals are objectionable or impracticable—or both. 
Apparently we have a bear by the tail and cannot let go. 

In the long run, the situation may be rectified in the 
same way that like situations have been rectified in the past 
—that is, by a general rise of worid commodity prices which 
would raise mining costs and check production, while at 
the same time calling for increased use of credit and cur- 
rency, with enlarged need for gold in the credit base. 

This, it will be pointed out, is no solution at all, but only 
the realization of the very thing feared—inflation. Never- 
theless, it might prove to be the best way out in the end, 
especially if the rise of prices should be gradual and spread 
over a period of years. Rising prices afford powerful en- 
couragement to economic activity, and certainly the world 
will want all the encouragement it can get when the present 
conflict is over. With most countries heavily in debt, and 
industry prostrate, some upward movement of prices seems 
vitally necessary. Since there will be need for the stimulus 
provided by large reserve funds, it will be better perhaps 
to risk having too much gold rather than too little. 

Will Gold Become Useless? 

In the discussion up to this point the assumption has 
been that gold will continue to hold its place as a monetary 
base and chief medium for making international payments. 
Query—how do we know that this assumption is correct? 
The answer is, frankly, that we don’t know. Nothing is 
certain in this world, least of all conditions and practices 
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after the war. However, there are good reasons for con- 
tinuing faith in gold. 

First, there is the long-established tradition in favour 
of gold. This did not just happen. Gold, more than any 
other material, combines the necessary attributes of basic 
money. It is prized for its beauty; it does not tarnish; it 
has scarcity; its supply shows relatively constant growth 
compared with violent fluctuations in most commodities; it 
cannot be ground out on printing presses like paper money 
or ballooned to the skies like bank credit; it is durable; it 
can be divided into parts of any size without loss of value; 
it is easily manipulated ; and, finally, it is easily transported. 
In times of danger and disaster mankind has always turned 
to gold as the one sure sanctuary. What else is so easily 
hidden from the enemy, so indestructible, so easily removed 
to a place of safety, so certain of future value as gold? 
The fact is that the world has experimented with all kinds 
of materials, both as money and as a store of value, but 
because of inherent qualities none has stood the test of 
time so well, or achieved such universal recognition and 
acceptability as gold. All this may seem elementary, but 
it is well to ponder these things when doubts arise con- 
cerning gold. 

True, the gold standard broke down during and after 
the great war of 1914-18, but so did the silver and managed 
currency standards. Moreover, this breakdown did not 
signify that gold itself was any less prized. The phrase so 
often heard that such and such countries have “abandoned” 
gold is misleading and does not mean what it sounds like. 
What has occurred is simply a suspension of the willingness 
to redeem currency and bank deposits in gold, decided upon 
to safeguard the national gold holdings from exportation 
to other countries. This is not “abandonment” of gold, but 
the reverse. 

A second important reason why gold is unlikely to lose 
its value is that not only the United States, but other coun- 
tries as well, have large vested interests in gold. The 
British Empire alone accounts for nearly half the gold out- 
put of the world, and in many other countries gold produc- 
tion is an important national asset. These countries would 
not look with favour upen the displacement of gold as a 
monetary metal; and even in the event of political changes 
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resulting from the war these vested interests would remain, 
though possibly shifted to other national jurisdictions. 

A third important argument in favour of gold is one 
that should hardly need emphasis at this time—its depend- 
ability as a war chest. In the great war of 1914-18 gold, 
shipped here in what was then unprecedented volume, 
helped the Allies pay for needed materials and supplies be- 
fore we entered the war. Later, in the Italian-Ethiopian 
war, gold from the banking reserves and gathered from the 
people contributed a vital share of Italy’s foreign exchange 
requirements to carry on the war. Japan likewise found 
gold an unfailing source of purchasing power, and has 
striven in all possible ways to expand its output in order to 
maintain the flow of imports essential for war purposes. 
And now the new war in Europe is demonstrating as never 
before the great value of gold as a war chest. 

Credits may be refused, payments in goods impeded both 
by inability to supply the goods or unwillingness of foreign 
markets to receive them, and securities prove of uncertain 
value, but the nation that has gold can always command 
purchasing power abroad. It is one of the strong points 
of the Allies that they have large stores of gold to assure 
them this command over foreign markets. It is one of the 
admitted weaknesses of Germany that she is lacking in 
this vital resource. Was there ever a time more inappro- 
priate for questioning the value of gold? Conceivably the 
time may come when we too shall be in need of a war chest, 
and be thankful that we have it in gold. 


Still a fourth argument for gold is that, war or peace, 
there is no satisfactory substitute for it as a means for 
settling international trade and controlling the exchanges. 
Without gold it would probably be impossible for stabiliza- 
tion funds to operate, for no major country would be will- 
ing to accumulate indefinitely the paper currencies of other 
countries. And without such controls, or the stabilizing 
influence of free gold movements, exchange conditions be- 
tween anything like free economies would be chaotic. 

The one alternative to gold would be complete regimen- 
tation of foreign trade by governments, with resort to all 
the cumbersome and stifling mechanisms of so-called clear- 
ing agreements, blocked currencies, and the like. In effect, 
it would mean reducing world trade to a primitive barter 
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basis. Possibly, in the disorganization resulting from war, 
such desperate devices may be accepted for a time, but it 
is idle to talk of barter as a permanent substitute for gold. 
No such volume of trade as blessed the world in the years 
before 1914, and again for years during the ’twenties, would 
be possible under a system of barter. None of the nations 
knows this so well as those who have tried barter since 
the breakdown of the exchanges,—among them Germany. 
There were no stauncher champions of the gold standard 
than the bankers of Germany, and among them Dr. Schacht, 
economic controller of Germany for a time under the Na- 
tional Socialist Party. It was Bismarck who put Germany 
on the gold basis in 1873, using the gold indemnity received 
from France after the victory of 1871, and it was Schacht 
who piloted Germany back to the gold base after the World 
War—aided by the Dawes Loan of 1924. 

It is true that Germany has been “getting along with- 
out gold” but this has not been from choice but from neces- 
sity. Germans have likewise been getting along without 
a lot of other things that they will want to have as soon 
as they are able to pay for them. How many people can 
seriously think that Germany will putter around for long 
with barter if and when it can get gold? 

Of course, so long as Europe is dominated by war, and 
industry and trade are suppressed, gold will tend, both for 
safety and in obedience to movements of trade, to concen- 
trate in this country. But this will not always be so. Out 
of the present chaos must eventually come peace, recon- 
struction and a new order of things, in which the countries 
of Europe, with their wealth of trained labour, industrial 
equipment, research laboratories and capable scientists, will 
again become factors in the trade and capital markets of 
the world. To attempt to put a time schedule on this pro- 
cess obviously would be impossible, but of one thing we 
may be certain—the balance of payments will not always 
be in favour of the United States. And as the currents of 
international trade and capital movements shift, so will gold 
movements shift. Other countries will begin to take a 
larger share of the new gold production, and possibly even 
draw substantially from our own large holdings. Thus, in 
the course of time, will gold maldistribution—which has 
its seat in world confusion and disorder—be corrected. 
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What to Do 


In conclusion, what should we do about gold? As Sec- 
retary Morgenthau said in an address last month, “There 
is only one sound way in which we can work to reduce the 
inflow of gold and to promote the return of at least a part 
of the wealth it represents to useful service in the lands 
from which it came. That way is to do all in our power to 
contribute to the return of peace to the world and to en- 
courage reconstruction and the restoration of normal trade.” 
For reasons given, it seems abundantly clear that there is 
little cause for worry on the score of gold losing its value, 
our being left “holding the bag,” and the like. It seems 
equally clear that we should keep on buying gold at the 
present price. However we may feel about the wisdom or 
necessity of having raised the price in the first place, it is 
now much too late to go back. For the past six and a half 
years the Treasury’s policy of holding the price unchanged 
has been a factor making for stability and confidence. To 
reduce the price now would produce a new series of dislo- 
cations and disturbances. 


Indeed we could well afford to go beyond the mere main- 
tenance of the present price, by formally terminating the 
executive power to further devalue the dollar, and by 
anchoring the currency firmly on the solid foundation of 
gold. Possibly we might even go the whole way of paying 
out gold freely in exchange for currency notes to all who 
might want it. Granting that the amount taken might not 
be large, nevertheless it would in proportion reduce the large 
Treasury gold stock and bank excess reserves. Moreover, 
and perhaps more important, it would increase confidence 
in the money and make more difficult in the future changes 
in its gold value. Certainly we could dispense with the un- 
necessary and costly accumulation of silver. 

The more serious if less immediate problem pertaining 
to our growing gold stock is not the danger of its becom- 
ing worthless, but rather the danger that lies latent in 
these huge additions to the credit base. With bank excess 
reserves standing above $6,000,000,000 and still rising, the 
potentialities for excessive credit expansion and inflation 
are ever present. It is in this sector that the longer term 
problem lies, even though the present problem is still to get 
money to work. 
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Various suggestions to improve the mechanism of mon- 
etary control have been made which require careful study. 
It may be assumed that the possibilities will be fully ex- 
plored by the committee of Congress headed by Senator 
Wagner of New York and now engaged in making a com- 
prehensive study, in co-operation with other government 
agencies and banking associations, of the entire banking 
and currency system. 


THE INITIATIVE 
By Professor J. H. Jones, London 


Editor’s Note: Prime Minister Churchill’s address to the world on 
Sunday 14th July was truly that of a great statesman. As one lead- 
ing newspaper on this continent put it, “It was the voice of a free 
people ready to endure every terror for the sake of staying free... It 
had the greatness of great literature, but it was great too in the fight- 
ing spirit that lived and breathed behind every word.” After refer- 
ring to the war efforts that up to that time had been made by Great 
Britain, Mr. Churchill pressed home the importance of no slackening of 
these efforts or of vigilance. On the contrary, he said, these must be 
redoubled, and we must prepare not only for the summer, but for the 
winter; not only for 1941, but for 1942, when the war would, he 
expected, take a different form from the defensive in which it had 
hitherto been bound. 

The reports of the daily feats of the Royal Air Force indicate that 
already Great Britain is beginning to take the offensive. Why initiative 
on her part has been delayed was the subject of an article by Professor 
J. H. Jones of London University published in a recent issue of The 
Accountant (London). This was set forth so clearly that we are on 
request publishing it this month. The reader should keep in mind 
that the article was written in the week before France was forced 
to give up the struggle. 


Mere than once during the last few troubled years, I 
have stated in these columns that if democracy is to 
survive in any country it must be able to fulfil two require- 
ments. It must be able to feed the people and protect them 
against aggression. Life itself is more than a particular 
form of life; the instinct of self-preservation is deeper and 
stronger than the educated choice of a life of freedom and 
individual responsibility. I know that there are tens of 
thousands in this country who would prefer death to a life 
in which their souls, if not their bodies, would be in a con- 
centration camp, tortured by sneers and other forms of 
intellectual cruelty. But that is not the attitude of the 
average European. Life first, and afterwards a struggle 
for the best that is available. If it were not so there would 
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be no surrender by the civilian: for a nation as a whole 
there is a limit to the struggle for freedom and democracy. 
If there were no limit every adult would be killed off by 
the victorious aggressor. 

Democracy has been put to the sternest test in its 
history. In several countries it has already been destroyed 
for the time being. As I write the fate of France is in the 
balance. It is by no means impossible that, in the near 
future, her territory will be overrun and we shall be fight- 
ing alone in North-West Europe. The failure of democracy 
to make adequate preparation against possibilities (by no 
means remote) is already established. As usual, democracy 
has had to start without the initiative, which was sur- 
rendered when the German army was allowed to reoccupy 
the Rhineland. 

The reason is that a democratic government is always 
prepared to accept, if not welcome, the status quo, and as- 
sumes that no other government would go to war for the 
purpose of changing it. Being representative of the people 
as a whole, and therefore pacific in intention, it is ready— 
and always glad—to assume equal pacific intentions on the 
part of other governments in the absence of special reasons 
to the contrary. Such reasons existed in France, which 
has been under no illusions. France was frightened by her 
success in the last war: she knew that it was won by a 
group of allies of which she was only one, if the chief one; 
that Germany would seek to regain all that—and more than 
—she had lost, and that in the next war she might not be 
able to command the same support from others. We were 
blind to her fears and impatient of a policy dictated by 
fear. Being on an island we adopted a more detached (as 
we liked to believe) view. She has proved to be right and 
all the other democratic countries are now being punished 
for their blindness. 

The extent of our unpreparedness for war, and for the 
big assault after eight months of war, will be the subject of 
the most searching inquiry at the appropriate time. I am 
not concerned with that now. But the aggressor always 
enjoys the advantage of the initiative at the start. He alone 
knows when, where, and how he will strike, with the result 
that those who are on the defensive suffer from an initial 
disadvantage. The advantage enjoyed by Germany was 
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much greater than it need have been because we were so un- 
prepared in all spheres of the conflict. It seemed to be the 
policy of the enemy, by mere threat, to compel us to dissi- 
pate our resources when they should have been concentrated 
upon the main essentials of victory. 

Before giving examples of this policy it should be pointed 
out that Germany enjoyed one great advantage, in a light- 
ning war, that was denied to us. She was able to concen- 
trate all her energies and resources upon the main field, 
Germany itself, while we and the French were compelled 
to take defensive measures in all parts of the two Empires. 
We had to supply aeroplanes, for example, for the Near 
East as well as for other parts of the Empire. This ad- 
vantage was enormously increased by the fact that Germany 
was only required, after September, to fight on one front. 
This fact added to the value of the initiative. 

When war broke out the vast majority believed that we 
should suffer from regular and large scale bombing attacks. 
Our first task was, therefore, to make adequate prepara- 
tions against air raids. A considerable proportion of our 
steel producing capacity, which in any case was insufficient 
for our requirements, was utilized to supply Anderson 
shelters. We produced millions of gas masks, a large num- 
ber of anti-aircraft guns, and many other instruments of 
defence which have not hitherto been required on a large 
scale. Thus the Germans, by the mere threat (at that time) 
of air raids, were able to retard the growth of our supplies 
of weapons of war outside this country. 

Then the Germans began to bomb fishing fleets in the 
North Sea. These “tip-and-run” raids were on a very small 
scale and involved very little expenditure of resources in 
aircraft and oil. But they made it necessary for us to 
supply all merchant and fishing vessels, large and small, 
with anti-aircraft or other suitable guns. Once again a 
very small expenditure of effort on the part of the enemy 
had to be countered by a large expenditure of resources in 
this country. 

The next step taken by Germany was to lay “magnetic” 
mines. The production of a comparatively small number 
of such mines involved very little industrial effort or sub- 
sequent effort by those who laid such mines, but the reply, 
to be effective, was inevitably one that necessitated con- 
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siderable expenditure of resources and delay in ocean 
transport. 

It will thus be seen that one effect of the initiative was 
to enable the enemy to dictate, to some extent, the nature 
of our war preparations. We were compelled to counter 
each threat by elaborate preparations which were bound to 
interfere with the speed at which we could produce that type 
of weapon and equipment needed on the European field of 
conflict. Such expenditure of our resources was, of course, 
inevitable; and we shall soon reap the benefit of our de- 
fensive measures. So far the mere threat of invasion by 
sea and air has similary meant expenditure of resources for 
no immediate result, and thereby retarded the production of 
the essentials of an offensive war. If and when we are able 
to take the initiative the tables will be turned. In spite 
of the darkness of the hour we all look forward to the time 
when the initiative will be with us. 

The aggressor enjoys the advantage of the initiative at 
the outbreak of war. Victory in war is to the side that 
retains or captures the initiative. The week now com- 
mencing (and, when this article appears, almost at an end) 
is bound to be the most critical in the war, and likely to 
determine its future character. If France ceases to fight 
the character of the war will inevitably change. The sea 
and the air will become increasingly important. It is at 
least possible that the Balkans and even Russia will become 
involved in the immediate future. The final attitude of 
the United States of America will soon be known. The vast 
German equipment of heavy tanks and guns will lose 
their value for at least a time, and Germany will need to 
strengthen other resources. She may retain the initiative 
for a time, the length of the period (if France has been over- 
run) being determined by the fate of the French navy, 
French warplanes and French guns, and the use that can 
be made of French ports. But the character of the war will 
change, and the change will call for a different utilization of 
German economic resources. The fate of democracy in 
Europe will depend upon the race between readjustment in 
Germany (and the countries whose industrial resources she 
can utilize) and the adaptation of the industrial systems 
of non-European countries to the requirements of war. 
Hitler’s attitude will be determined by his estimate of the 
results of that race. 
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If France ceases to be a belligerent, so that Western 
Europe also ceases to be the scene of land battles, it is to be 
hoped that we will display greater imagination and initia- 
tive in the reorganization of the industrial system that will 
then become necessary. We shall not need so large a “‘full- 
time” army as we needed for a continental land war, but we 
shall need a vastly greater air force and navy, and a much 
larger industrial army than we have yet created. Every 
industrial establishment and every process will need to be 
duplicated. The country must become a vast arsenal in 
which semi-military discipline will be maintained. Not least 
will be the need to increase our shipping and, in spite of 
difficulties, maintain closer contact than ever with the out- 
side world. If we do that we shall gradually achieve that 
supremacy in the air and on the sea which will enable us 
to take the initiative; and if we achieve the initiative the 
burden upon the economic resources of Germany will stead- 
ily increase and ultimately become unbearable. But dem- 
ocracy is passing through the most severe test that it could 
ever be called upon to undergo. 
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ACCOUNTANTS AND THE LAW OF NEGLIGENCE 


By W. Summerfield and F. B. Reynolds 
London, England 


Editor’s Note—This series of articles on a subject of wide interest 
to accountants, written by W. Summerfield, M.A., B.C.L., LL.B., and 
F. B. Reynolds, A.C.I.B.—authorities in the fields of law and insurance 
respectively—and appearing in The Accountant (London), is published 
with the kind permission of the Editor of that magazine. 


(Continued from July Issue) 
Outstanding Debts 


What are the duties of an auditor in relation to out- 
standing debts? The question was exhaustively considered 
in Scarborough Harbour Commissioners vy. Robinson, Coulson, 
Kirkby & Co. ([1934] 1934 Accountant Law Reports, p. 65), 
where the defendants, who had been held by Mr. Justice 
Crossman to have been guilty of negligence and so liable 
in damages, succeeded in their appeal before the Court of 
Appeal. 

In the course of the judgments the following noteworthy 
dicta were delivered: 

(i) No general rule can be laid down defining the duty 
of auditors in all circumstances and cases; 

(ii) In order to determine the duty of an auditor in a 
particular case it is essential to ascertain by whom he was 
appointed, the circumstances of his appointment and the 
matters with which he was required to deal: 

(iii) Where negligence is alleged against an auditor it 
is essential to consider the circumstances in which he is 
alleged to have been negligent, for his duty may well vary 
according to the particular circumstances in which he was 
discharging his professional duties. 

Voluntary Audit—Thus, an auditor may be appointed 
by a partnership firm, not pursuant to any statutory duty, 
but for the partners’ own purposes. On the other hand, he 
may be appointed, pursuant to the provisions of the Com- 
panies Act, to watch the interests of the shareholders. 
Again, he may be appointed to act in relation to the ac- 
counts of a body incorporated under some special Act. In 
the last-mentioned class of case it is necessary to examine 
the provisions of that special Act in order to ascertain 
the nature and scope of the appointment. 
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Under Special Statute—In this case the plaintiffs were 
the Harbour Commissioners incorporated under the provi- 
sions of the Scarborough Harbour Act, 1843 (as amended 
in 1876) ; by Section 47 of the Act the Commissioners were 
required to see to it that their clerk kept books to record, 
accurately and regularly, all items of income and expen- 
diture, such books to be open to inspection by the Com- 
missioners and all persons who paid rates or tolls. 

From 1909 onwards the defendant firm had been re- 
tained by the Commissioners to audit the accounts pre- 
pared by their clerk. The statute merely required the Com- 
missioners to appoint an accountant, and their appointment 
of an auditor was for their own purposes. The duty of the 
auditor, therefore, was comparable rather to that of an 
auditor to a partnership firm than to that of an auditor 
to a company under the Companies Act. Nevertheless, the 
Court of Appeal tested their duty according to the—stricter 
—standard applicable to an auditor who is the appointee 
of the shareholders of a company, with the duty of safe- 
guarding their interests as against the directors; and even 
upon that standard they were held, in the circumstances of 
this case, not to have been negligent. The grounds of the 
decision are, therefore, a useful guide in relation to company 
auditors generally. Such auditors are not under a duty 
to concern themselves with the policy of the directors. 

Loans to Directors—Thus, an auditor is under no gen- 
eral duty to the shareholders to draw their attention to 
a loan made by the directors. Bearing in mind, however, 
the general propositions enunciated above, it must be 
pointed out that the particular circumstances of a particu- 
lar loan may make it appropriate for the auditor to concern 
himself with that particular loan, and may even impose 
upon him a duty to report on it to the shareholders. He 
should, for example, satisfy himself that the board of di- 
rectors are officially aware of a loan made to one of their 
number; the responsibility then becomes that of the board, 
for it is their duty to ensure the prudent conduct of the 
business of the company. A number of loans made to 
various members of the board, however, especially if upon 
no apparent security, should raise more serious considera- 
tions in the mind of the auditor. In dealing with companies 
of the usual type, of course, the provisions of Section 128 
of the Companies Act, 1929, will always be borne in mind. 
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Old Debts—Where debts have been outstanding a con- 
siderable time circumstances may put the auditor upon in- 
quiry. But, as was said in Re City Equitable Fire Insurance 
Co., Ltd. ({1925] 1 Ch. 407, C.A.), the essential duty of an 
auditor is to verify and not to detect. Nevertheless, verifi- 
cation in this connection may be a most comprehensive task. 
For in a very high percentage of cases it is found that a 
defalcating employee has been able to carry out a series of 
dishonest dealings with his employer’s moneys by falsifying 
his schedules of outstanding debts. Such schedules call for 
cautious scrutiny and, if the debtors shown include well- 
known and apparently prosperous concerns, for more than 
formal examination. 

Formal Report to Board—Mr. Robinson, the partner in 
the defendant firm who conducted the audits for the Scar- 
borough Harbour Commissioners, was auditor also of J. 
Sellers & Co., Ltd. In his latter capacity he knew that the 
company was in an increasingly difficult financial position, 
but he knew also that Mr. Whitehead, who controlled the 
company, had come to its aid on a number of occasions, and 
he had no reason to suppose that he would not continue to 
do so. It was alleged against Mr. Robinson that he had 
been negligent in passing amongst the “sundry debtors” the 
items of indebtedness against the company in respect of 
dues owing to the board and rent of premises-in relation to 
which the company were tenants of the board. Mr. White- 
head, who controlled the company, was also, at all material 
times, chairman of the Harbour Board and of that Board’s 
Finance Committee. The view which Mr. Justice Crossman 
had taken was that it was the duty of Mr. Robinson in the 
circumstances to satisfy himself, by formally reporting the 
matter of the company’s outstanding arrears to the board or 
to the Finance Committee, that the board as such was aware 
of the indebtedness, and that if he were then not satisfied 
he should have noted the matter on the balance sheet. 

Smooth Debts—In fact, Mr. Robinson understood from 
the clerk to the board and from its collector that the board, 
as a matter of policy, had decided not to press the company 
for immediate payment. He had discussed the matter also 
with the deputy-chairman of the Finance Committee. Fur- 
thermore, he knew that each month the Finance Committee 
had presented to them a statement of outstanding debts 
in total, and that the detailed statements from which the 
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totals were compiled were available for the Committee 
(having been prepared by their clerk). If the auditor had 
included in a return of good debts a debt owing by the 
company which he knew to be not good, then he might well 
have been guilty of a dereliction of his duty to the board 
which had appointed him. But was he to press for an ex- 
planation in the case of debts “running fairly smoothly” 
at the same or nearly the same figure? Clearly, he was 
not in the position of an auditor who is faced with a sud- 
den and large increase of indebtedness. 

Wise After the Event—The proper test to apply is not 
the standard of caution and prudence which a man who is 
“wise after the event” may show, but the degree of dili- 
gence which a reasonably careful auditor ought to have 
exhibited in the light of the circumstances at the time. 
It is rarely easy, as was emphasized in Re City Equitable Fire 
Insurance Co., Ltd. (ante), for the Court to reconstruct a true 
reproduction of the picture as it was presented to the audi- 
tor at the time when he was required to discharge his duty, 
but that factor affords no justification, when money has 
been lost, for looking round for a scapegoat, and making 
the auditor such. Loss coming to light after an auditor 
has performed his task is not necessarily loss due to his 
performance; it may well have accrued despite his per- 
formance. 

The life of an auditor would not be worth living, ob- 
served Lord Justice Romer, if he were expected, when he 
had a list of debtors before him, to make inquiries, through 
such channels as he might possibly be able to resort to, 
as to the precise financial standing of the individual debtors, 
and, so far as the debtors were companies, to search for 
and examine the balance sheets for some time past of each 
of those companies. If the directors of the company of 
which he is auditor have been satisfied to allow a debt to 
be incurred, he is perfectly justified in treating it at its 
“face value” if he knows of no reason why it should be 
treated otherwise. But if he has reasonable grounds for 
supposing the debt to be not good he has two courses open 
to him; he should either set a reserve against it, or draw 
the attention of his employers to the fact that although he 
has included it in the balance sheet as a good debt in fact it 
is doubtful. 

Lord Justice Maugham said that the auditor in this case 
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was employed “as a skilled professional man” to assist the 
Commissioners in the discharge of their statutory duty, 
imposed by their particular Act, to keep accounts. He owed 
no duty to any third party, and if he attempted to discharge 
any such duty or to act as if he were under any such duty 
he would be exceeding both his rights and his functions. 

Auditors not Advisers — It is no part of the general 
duties of auditors to advise on the mode of carrying on 
the businesses the accounts of which they are called upon 
to audit. It is not for them to say which debtors should 
be pressed or when. If he certifies a debt as good because 
he believes it to be such after exercising reasonable skill 
and diligence he has discharged his duty as it was defined 
by Lords Justices Lindley and Rigby in Re London and Gen- 
eral Bank (No. 2) ([{1895] 2 Ch. 678, C.A.) (already re- 
ferred to herein). 

To say that the auditor’s duty in this case was to ascer- 
tain and state the true financial position of the Harbour 
Board, proceeded Lord Justice Maugham, was to define the 
duty too widely. It was, in fact, his duty merely to use 
reasonable care and skill to ascertain and state the true fin- 
ancial position. 

Negligence Without Loss — Valuation of book debts 
raises questions very similar to those arising in connection 
with valuation of stock-in-trade (with which ‘we shall next 
deal). Another issue of general importance arising from 
this case, which also merits special treatment, is that no 
damage was shown to have been sustained by the Harbour 
Board because of the auditor’s failure to draw the attention 
of the Board to the debt in question more pointedly and 
specifically than he in fact did. For negligence without 
damage is insufficient (refer to previous comment under 
heading of “Loss Limited”). 

Finally, it is to be observed that an auditor is placed in 
“a situation of considerable delicacy” when he acts as such 
both to a creditor and to his debtor. 

Stock-in-Trade 

Few difficulties arise in the course of auditing which are 
so great, or so frequent, as the certification of accounts 
relating to stock. For it is precisely such items which 
afford opportunity to the fraudulent employee, whilst by 
their very nature they allow the auditor very little scope for 
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detection. The auditor is dependent in connection with 
those vitally important items, more so probably than in any 
other section of his work, upon the honesty and skill of 
other persons, and that, too, of persons not employed by 
him or under his control. 

When the auditor is under the necessity not merely of 
verifying but also of detecting—as he is once suspicious 
circumstances exist—he will find great scope for tracking 
down errors in the accounts relating to stock. Ordinarily 
verification without comparative analyses will rarely avail 
him. Elusive items, e.g. “samples,” which lack ordinary 
book checks, call for special examination in such cases. 


Manager’s Certificate Reliable—The classic case on this 
aspect of our subject is Re Kingston Cotton Mills Co. (No. 2) 
({1896] 2 Ch. 279). There the auditors had relied upon 
certificates as to the value of the stock-in-trade given to 
them by one of the company’s directors who was also man- 
ager; those certificates were wilfully false, and the result 
was that in the balance sheets the value of the stock-in- 
trade at the end of each year had for some years been 
grossly overstated, whereas if it had been correctly stated 
it would not have been possible for the company in those 
years to declare dividends (out of profits). If the auditors 
had checked the book figures of opening and closing amounts 
of stock-in-trade after allowing for amounts purchased and 
sold during the year they would have been put upon inquiry, 
having regard to the figures shown in the manager’s cer- 
tificate. That process of checking they did not undertake. 
Had they been guilty of breach of duty? The Court of 
Appeal held that they had not; for they were justified in 
relying upon the certificates of the competent and trusted 
manager; they had no reason to suspect that he was un- 
worthy of the trust generally reposed in him, and, having 
no reason to be suspicious, they were not bound to approach 
his certificates with suspicious minds. In putting the stock- 
in-trade in the balance sheet “as per manager’s certificate” 
they indicated the grounds on which they believed them- 
selves able to certify, and their belief appeared—until after 
the event—to be reasonably well founded. “It is no part 
of an auditor’s duty to take stock,” declared Lord Justice 
Lindley; for, as Lord Justice Lopes put it, “he is not a 
stock expert.” 

Unreliable Certificates—But the blameless record of a 
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trusted servant is not necessarily a shield for the auditor in 
every case and in all circumstances. For example, where 
the nature of the servant’s work imports a conflict between 
interest and duty, e.g. a cashier, an auditor would not be 
justified in taking the cashier’s statement of his receipts 
and payments without applying any further check. And 
there are, of course, many other categories of servant or 
employee whose post may involve a conflict of interest and 
duty, e.g. where their remuneration is dependent upon the 
ebb and flow of trade, either of the business as a whole in 
which they are employed or of the particular department or 
section to which they are specially attached. 


Furthermore, the advances made in the science of ac- 
countancy practice since 1896 render the Kingston Cotton 
Mill case one to be followed nowadays with reservations 
(post). 

Excessive Diligence—An auditor may even find himself 
charged, so to speak, with an excess of diligence, exerted 
on behalf of the company to the detriment of the interests 
of persons entitled to remuneration dependent upon profits. 
Thus, in Kennedy, Berry & Co., Ltd. v. Kennedy and Berry and 
Kennedy and Berry v. Kennedy, Berry & Co., Ltd. [1924] 
(cross-actions), the defendant directors’ remuneration was 
a commission of 331 per cent of the net profits; Mr. Watts, 
a chartered accountant, had been retained both as account- 
ant and auditor; he had written off £80,000 against bills 
receivable and stocks of tin plate lying at foreign ports; the 
defendant directors, nearly three years later, challenged the 
accuracy of the “net profits” thereby arrived at. Another 
firm of accountants then called in arrived at a better result 
from the point of view of the directors concerned, because 
they were able, in the light of later knowledge, to take the 
bills receivable at their face value less only a trivial reserve. 
But Mr. Justice Tomlin found that Mr. Watts had arrived 
at his figure of profits upon a right footing, and had esti- 
mated values of assets upon a (then) realistic basis. The 
case well illustrated the proposition that every balance 
sheet must necessarily be based upon personal opinion and 
judgment and estimates. (The Accountant, 8th November, 
1924, p. 686.) The duty of the auditor is not to produce 
an absolutely accurate opinion and true judgment, which it 
is possible to arrive at, if at all, only long after the accounts 
have been closed and certified, but only to give such a sound 
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opinion and judgment as an honest and reasonably compet- 
ent professional man may be expected to produce; and, so 
far as estimates are concerned and constitute data upon 
which he must arrive at his conclusions, since he cannot 
reasonably be expected to be an expert in all classes of 
businesses, or even in all departments of the particular 
business in which he acts as accountant or auditor, he is 
entitled to act upon estimates furnished to him by persons 
whom he reasonably believes to be (a) competent to form 
such estimates and (b) honestly arriving at their estimates. 

“Net Profits”—Lord Justice Lopes, in Re Kingston Cotton 
Mill Co. (No. 2) (ante), intimated (at p. 290) that the 
Courts should lean on the side of auditors; their duties, he 
said, “must not be rendered too onerous. Their work is 
responsible and laborious, and the remuneration moderate.” 
It is all the more responsible when, as in the case of Ken- 
nedy, Berry & Co., Ltd. (ante), upon their audited figures the 
balance must be held as between the company and other 
parties. Where the interest of other parties is to be de- 
termined by reference to “net profits” it is always advisable 
to have “net profits” defined by the agreement which con- 
fers such an interest, so as to avoid (a) suspicion of bias 
on the part of the auditor, and (b) an excessive burden of 
responsibility being imposed upon the auditor. For the 
estimate of “net profits” is inextricably interwoven with 
the valuation of such assets as “stock-in-trade,” and valua- 
tion, as we have noted, is rarely capable of scientific or 
arithmetical computation, in that the elements of “esti- 
mate” and “opinion” are dominant factors. 

Experts’ Views—In Dawkins, Ltd. v. Stallwood [1927] 
(The Accountant, 23rd April, 1927, p. 636), the defendant, 
acting as accountant and auditor to the plaintiff company, 
had declined to accept a certificate of the value of stock 
prepared by the directors; the directors in their evidence 
demonstrated to the Court that the preparation of such a 
valuation in their business (a drapery stores) was a practic- 
ally impossible task for an auditor as such to undertake. 
The data to be taken into consideration included an estimate 
of market trends consequent upon changing fashions, falling 
prices of raw materials and the like. In connection with 
such a business the auditor is, clearly, more entitled to 
rely upon the estimate cf “trade experts” than he would 
be if he were under the necessity of checking, for example, 
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the value placed by directors upon investment holdings in 
public companies, as to which he can, and should, use his 
own judgment by checking with other, and independent, 
sources of information available. How far he should pursue 
his process of checking must depend upon the facts and 
circumstances of each business with which he is called upon 
to deal. His labours in checking in order to satisfy himself 
that he is being furnished with a bona fide and competent 
estimate by the directors will be facilitated if he happens 
to possess some special knowledge of a particular class of 
business, e.g., of the drapery market, owing to his having 
a number of clients in that line of business. But the 
standard by which his diligence will be tested by the Courts 
will be that applicable to duly qualified auditors and not to 
practical drapers. Nevertheless, the fact that he had spe- 
cialized knowledge of the drapery business and was there- 
fore appointed auditor will be a factor to be taken into 
account when determining whether he fell short of the 
degree of professional skill to be expected of him in all the 
circumstances. 

Accountant as Layman—In Henry Squire, Cash Chemist, 
Ltd. v. Ball, Baker & Co.; Mead v. Ball, Baker & Co. ({1911] 
106 L.T. 197) it was alleged against the defendants that 
having been employed to investigate a business in which 
the plaintiff contemplated the possibility. of investing 
money they had negligently and unskilfully investigated the 
trading and financial condition and prepared a trading ac- 
count and balance sheet thereof. In particular, their 
investigation of stock was impugned; it was alleged that 
they had failed to discover fraudulent inflation of the stock. 
The business comprised a wholesale establishment and nine 
retail chemist shops—dealing in a large number of items. 
Lord Chief Justice Alverstone had observed (in the Court 
of first instance) that “where judgment and discretion 
come in,” for example in examining stock sheets, “the skill 
of the head clerk must be the same as the skill of the 
principal. That is to say, the principal cannot excuse him- 
self of his clerk’s negligence by saying that he was the 
clerk,” but, he was careful to add, that rule was not to be 
applied when dealing with accounts “where judgment comes 
in as to whether a thing ought to be treated as capital or as 
revenue or anything of that kind.” He could not find in 
this case negligence because the accountant’s suspicion had 
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not been aroused by the quantity of labels said to be in 
stock (by the certificates of the shop managers). That 
finding was affirmed by the Court of Appeal. The Master 
of the Rolls said that “although it is not the duty of ac- 
countants to take stock in auditing the accounts of a busi- 
ness, they may well call for explanations of particular items 
in the stock sheets.” 

There was no evidence that the labels referred to in the 
stock sheets were not in fact in stock; true, experts had 
testified that the stocks appeared to be larger than one 
would expect in a business of that nature. “But,” said 
Lord Justice Fletcher Moulton, “that was certainly not a 
thing that an auditor or an accountant could be expected 
to know.” He could not, he added, impute a higher degree 
of knowledge in such a matter to the defendant, an account- 
ant, than he could to the plaintiff, a solicitor. Nor, it might 
be suggested, can the accountant be expected to display a 
higher degree of such knowledge than any other layman— 
and, in relation to such matters, the accountant is merely 
alayman. It must, on the other hand, be conceded that the 
accountant has opportunities not available to the layman of 
being put on the scent of suspicious circumstances surround- 
ing the stock figures when he examines and weighs the 
other figures relating to the business as a whole, including, 
for example, its turnover and gross and net profits. 


(To be continued) 
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NEW LEGISLATION RESPECTING TAXATION— 
DOMINION AND PROVINCIAL 


Editor’s Note: The information published under this heading indi- 
cates only in general terms the nature of recent legislation of the 
Provincial Governments respecting Taxation. For the Text of the 
legislation, readers should refer to the respective Acts. A copy of a 
Dominion Statute can be obtained from the King’s Printer, Ottawa, 
and of a Provincial Statute from the King’s Printer of the Province 
concerned. 

To provide information to chartered accountants who are called 
upon by their clients to prepare taxation returns in other provinces, 
The Dominion Association of Chartered Accountants some time ago 
sent to the reference library of each provincial Institute a complete 
set of tax legislation passed by the various provincial legislatures, and 
is keeping this information up to date by sending copies of amend- 
ments to such legislation as soon as these amendments are available 
for distribution. 


VII. New Brunswick 


The Corporations Tax Act—The principal provisions of the 1940 
amendments are as follows: 


“Motor carriers” have been added to the list of companies subject 
to special forms of taxation, and amendments affecting banks and in- 
surance companies have been introduced. The principal amendments 
affecting ordinary companies are set out below: 

1. Paid-up capital formerly included all sums or credits advanced 
or loaned by any other company, not including any bank; paid-up 
capital now includes all sums or credits advanced by any person. The 
term “person” not being defined in the Act, it is not clear whether 
bank loans may be so included but it is probable that they may. 

2. The Act does not now apply to Credit Union Societies incorpor- 
ated under the provisions of Chapter 53 of 1 Edward VIII, 1936, or 
Co-operative Associations to which Chapter 67 of 2 George VI, 1938, 
applies. 

3. The special forms of taxation formerly applied to “Chain Stores” 
have been removed. 

4. The basis and rates of taxation applicable to “other companies” 
are now as follows: 

(a) Capital tax—%% of paid-up capital (as defined) subject to 
minimum taxes as follows: 


Capital—less than $5,000 ..............06-- no tax 
SEO O RO RE OIOOO éioné Kes cs sss seee se $ 25.00 
RT EE RIOD iickicnvowews ens ees 50.00 
Extra-provincial companies ........ 100.00 


(b) Profits tax—2%2%. 

(c) Additional (sic) tax of $50.00: payable by extra-provincial 
companies which hold assets in the province but have no office or place 
of business therein. 

(d) Additional tax payable by special and other companies equiva- 
lent to 10% of the other taxes payable under the Act (excepting the 
filing fees payable by telephone companies under The New Brunswick 
Companies Act). 
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(e) The Act originally provided for a profits tax for a period of 
two years; the tax is now payable annually within four months im- 
mediately following the last day of the fiscal year of the company com- 
mencing with the fiscal year current on 31st October 1939. The capital 
tax, as formerly, is payable on 1st June in each year. Interest at 6% 
per annum is payable on all taxes imposed from the date on which the 
tax is payable until the date of payment thereof. 


(f) Whilst the Act did and still does give the Governor-in- 
Council discretionary powers to reduce the taxes payable by companies 
carrying on only a part of their business in the province and com- 
panies having head office in the province but doing no business therein 
other than that of investing in mortgages or holding the stock, de- 
bentures and other securities of corporations and governments, the 
1940 amendments include formulae for determining the amount of such 
reduction. The relevant sections are quoted in full: 

“21. (1a) If it is made to appear to the Provincial Secretary- 
Treasurer that a part only of the business of the company is 
transacted in the Province, the paid-up capital of the company for 
the purpose of this section shall be deemed to be such portion of 
the amount of its paid-up capital as shall bear the same proportion 
to the amount of its paid-up capital as 

(a) its assets in the Province bear to its total assets, or 


(b) the value of its gross sales or gross revenue in the 
Province bears to the value of its total gross sales or total 
gross revenue 

whichever is the greater, or as may be determined by the Pro- 
vinecial Secretary-Treasurer.” 

“25A. (1) If it is made to appear to the Provincial Secretary- 
Treasurer that a part only of the profits of the company is made 
in the Province, the tax imposed under the provisions of Section 
25 shall be calculated on such portion of the total profits of the 
company as shall bear the same proportion to the amount of the 
total profits of the company as the gross sales made or gross 
revenue received by the company in the Province is of the total 
gross sales made or total gross revenue received by the company; 
provided that where any company furnishes the Provincial Secre- 
tary-Treasurer with a statement, audited by a competent auditor 
and showing clearly to the satisfaction of the Provincial Secretary- 
Treasurer the amount of the profits made in the Province, such 
tax may be calculated on the amount so shown in such statement. 


(2) In the case of a company having its head office or prin- 
cipal place of business in the Province its gross sales made or gross 
revenue received in the Province shall, for the purposes of this 
section, be deemed to include the total gross sales and total gross 
revenue of the company except sales made or revenue received 
in another province, state or country where the company maintains 
a branch or place of business and is liable to pay to such other 
province, state or country, a tax in respect of the profits derived 
from such sales made or revenue received; provided that no de- 
duction shall be made from such total gross sales or total gross 
revenue by reason of the fact that the company may be liable to 
pay a tax to the Dominion of Canada on the net income derived 
therefrom and further provided that all income derived from in- 
vestments shall be deemed to be revenue received in the Province. 


(3) In the case of a company whose head office or principal 
place of business is not in the Province its gross sales made in 
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the Province shall be deemed to include all sales made where the 
subject matter of the sale is to be delivered in the Province. 

(4) In the case of a company whose head office or principal 
place of business is not in the Province the tax imposed under the 
Provisions of Section 25 shall not apply in respect of income de- 
rived from investments.” 


5. The 1940 amendments apply in respect of all taxes payable in 
the year 1940 and any new or additional taxes or increase in taxes 
shall be in force for the year 1940 only provided that the Governor-in- 
Council may, by Order-in-Council, extend such provisions to be in force 
for the year 1941. 


VIII. Quebec 


Corporation Tar Act—The principal amendments passed at the 
1940 session of the legislature are as follows: 


I. Personal corporations liable to the tax imposed by the Quebec 
Income Tax Act (q.v.) are not subject to the tax on profits imposed 
by the Corporation Tar Act. The term “personal corporation” has 
been defined as follows: 


Section 2 of the Corporation Taz Act, (Revised Statutes, 1925, 
chapter 26), as enacted by the Act 3 George VI, chapter 19, is amended, 
by adding thereto after paragraph 15 thereof, the following paragraph: 

“16. ‘Personal corporation’ means a corporation or joint stock 
company, irrespective of when or where created, whether in Que- 
bec or elsewhere, and irrespective of where it carries on business 
or where its assets are situate, controlled, directly or indirectly, by 
one individual who resides in Quebec, or by one such individual 
and his wife or any member of his family, or by any combina- 
tion of them or by any other person or corporation or any com- 
bination of them on his or their behalf, and whether through hold- 
ing a majority of the stock of such corporation or in any other 
manner whatsoever, the gross revenue of which is to the extent 
of one quarter or more derived from one or more of the following 
sources, namely: 

(i) From the ownership of or the trading or dealing in bonds, 
stocks or shares, debentures, mortgages, hypothecs, bills, 
notes or other similar property; 

(ii) From the lending of money with or without security, or by 
way of rent, annuity, royalty, interest or dividend, or 

(iii) From or by virtue of any right, title or interest in or to any 

estate or trust.” 

II. The rate of tax on profiis has been increased from 244% to 5%. 
The higher rate is applicable to the tax on net revenue payable on or 
after 1st April 1940, i.e. to nseal periods ending on or after 1st 
December 1939. 

III. The payment of the tax on profits in the case of companies 
whose taxes on profits were payable between Ist April and lst July 
1940 shall be made on Ist August 1940. 

IV. Section 9 which dealt with the question of deductions from the 
tax otherwise payable, on account of taxes paid elsewhere, has been 
repealed and replaced by the following section: 

“9, 1. In the case of real estate companies, companies own- 
ing and operating grain elevators and companies whose operations 

in the opinion of the Treasurer tend to deplete the natural re- 
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sources of the Province, the part of the total net revenue of the 
company which shall be exempt from the tax on profits shall be 
proportionate to the relationship in value as between the fixed 
assets and goods and supplies situated outside of Quebec and the 
total fixed assets and goods and supplies as shown by the inven- 
tories of the company. 

“2. Any other company, the head office of which is in Quebec, 
shall be entitled to deduct from the tax calculated upon its total 
net profits which would otherwise be payable by it under this Act, 
the lesser of the following amounts: 

a. the amount of the tax calculated upon net profits which was 
paid or payable to any other province or state with respect 
to the same financial year; 

b. the amount of tax on profits calculated at the rate of five per 
centum on that part of the total net profits of the company 
proportionate to the relationship in value as between the gross 
sales made to or the gross revenue received from customers 
residing outside of Quebec and the total gross sales made or 
gross revenue received. 

“3. Any other company, the head office of which is outside of 
Quebec, shall be entitled to deduct from the tax calculated upon 
its total net profits, which would otherwise be payable by it under 
this act, the amount of tax on profits calculated at the rate of 
five per centum, on that part of the total net profits of the company 
proportionate to the relationship in value as between the gross 
sales made to or the gross revenue received from customers re 
siding outside of Quebec and the total gross sales made or gross 
revenue received. 

“4, No deduction shall be allowed with respect to the taxes 
paid or payable to the Dominion of Canada on the net profits of 
corporations. 

5 No deduction shall be allowed in respect of taxes deducted at 

source by foreign countries or with respect to taxes on profits paid 

by a company to any other province or foreign state, except as 
aforesaid in this section. 

“5. No deduction or exemption’ mentioned in sub-section 2 
of this section shall be allowed unless the company furnish satis- 
factory evidence to the Treasurer of the amount of tax on profits 
paid or payable to the government of such other province.” 

V. The 1940 amendments are effective as from 1st April 1940. 


Quebec Income Tax Act 1940—This is a new statute providing for 
a tax “upon the income during the preceding year of every person: 

(a) residing or ordinarily resident in Quebec during such year; or 

(b) who sojourns in Quebec for a period or periods amounting to 
one hundred and eighty-three days during such year; or 

(c) who is employed in Quebec during such year; or 

(d) who, not being resident in Quebec, is carrying on business 
in Quebec during such year; or 

(e) who, not being resident in Quebec, derives income for services 
rendered in Quebec, during such year, otherwise than in the 
course of regular or continuous employment, for any person 
resident or carrying on business in Quebec; or 

(f) who, before his appointment, was a resident of Quebec and is 
now or was during such year or any part thereof or hereafter 
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becomes a Minister, High Commissioner, officer, servant or em- 

ployee of the Government of Canada, or an agent general for 

any of the Provinces of Canada, or any officer, servant or 
employee thereof, resident outside of Canada, except upon 
income arising from his official position.” 

The’ tax is to be equal to 15% of the amount of the tax payable 
under the Dominion Income War Taz Act (and its amendments in 
force on the first of April 1940) upon the income during the preceding 
year. In no case is the amount of the tax payable annually by any 
person to exceed $7,000.00. 

As provided in the Act, “every person liable to pay any tax under 
this act shall estimate the amount of the tax payable by him and shall 
send on the 31st of August 1940, and afterwards annually on or before 
the thirtieth day of April with the return of the income transmitted 
to the Dominion Commissioner of Income Tax or the Minister, not 
less than one-third of the amount of such tax or such other portion 
as the Lieutenant-Governor in Council may determine, and, for the 
tax exigible in 1940, must pay the balance within three months there- 
after, together with a penalty of two per centum (2%) upon such 
balance, and, for any subsequent year, within the four months there- 
after, with interest at the rate of five per centum (5%) per annum 
upon such balance from the last day prescribed for making such return 
to the time payment is made.” 

There are a number of provisions dealing with the question of 
penalties and administration of the Act generally. 

The term “person” is defined as follows: 

“Person” includes any association, trust, personal corporation 
or other body, and the heirs, executors, administrators and cur- 
ators or other legal representatives of such person, according to 
the law of the Province; but does not include any body corporate 
except a personal corporation. 

The term “personal corporation” has the same definition as that in 
the amendments of the Corporation Tax Act (see above). 
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CRITICISM OF THE BUDGET 


Editor’s Note: This is another in a series of notes on economic 
subjects by Professor McQueen of the University of Manitoba. 


i eo interval since the recent budget was brought down 
has now been prolonged enough to assess the response 
of various groups in the community to the announcements 
contained in Mr. Ralston’s budget speech. The speech 
evidenced that competence in preparation and presentation 
which characterized the previous budget speech of last 
September. Indeed these two speeches should be read to- 
gether for they both embody the same underlying philo- 
sophy of war-time budget making. Lest this be overlooked 
the recent speech explicitly calls to the reader’s attention 
this connection between the two in a helpful way. 

A competent American observer in Ottawa during the 
last month remarked that these two speeches were as com- 
petent documents of their kind as he knew of and that 
what surprised him was that Canadians as a whole seemed 
quite unaware of their excellence. This remark came from 
a highly trained observer who had intimate knowledge of 
the war-time activities of his government in the last war. 
On the other hand it is clear that far from being unaware 
of the excellence of these two documents there are some 
Canadians in the national legislature and elsewhere who 
are bitterly opposed to the budget proposals. The press 
has contained a full statement of their objections and they 
merit some discussion. 

What strikes one first is that these objections come 
almost entirely from those sections of the country which 
have been in the recent past urging that the war effort 
of the country be speeded up. It is not of course to be 
concluded that these sections of the country are losing their 
zeal for the war effort but rather that some people are 
beginning to feel that our war effort along the lines pro- 
posed in the budget will not be as great as it could other- 
wise be. Specifically their objection is that there is en- 
tirely too much taxation proposed in the budget and that 
we would do better to finance by borrowing. Borrowing 
as a method of war finance is, it is argued, less of a deter- 
rent to war effort than is taxation. 

Previous discussion in these notes sought to make clear 
that since Canada is restricted to domestic borrowings in 
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this war, taxation and borrowing come to very much the 
same thing as instruments of war finance. In both cases 
purchasing power with its control over resources of labour 
and capital is transferred from the citizens to the govern- 
ment. The output of ordinary peace-time production for 
the use of Canadians is decreased and the output of extra- 
ordinary war time production for the use of the govern- 
ment is increased. Every method of war finance must 
achieve that same result but the question of equity becomes 
very significant in a democratic state and the question of 
whether to finance by taxation or by loans must face up 
to this fact. If we finance by taxation the citizen sacrifices 
current consumption and obtains in return a tax receipt 
whereas if we finance by borrowing the lender sacrifices 
current consumption and obtains in return an interest-bear- 
ing government I.0.U., the interest on and the principal of 
which must come from taxation. So taxation is not avoided 
but deferred if we finance by loans. Those fortunate enough 
to be able to subscribe to loans thus get a return from the 
rest of the community in the future whereas the taxpayer 
only gets a bundle of tax receipts now and in the future. 
A large measure of taxation for everybody must therefore 
be a part of any intelligent war finance scheme if we are 
to avoid inequities. 

The argument against the budget proposals asserts that 
we should borrow a great block of present purchasing power 
which we could service at a moderate rate of interest and 
it is argued that we could thus slide by much more easily 
than with tax devices. One critic sees what the others do 
not see, namely, that maybe loans in the required volume 
might not be forthcoming. His remedy for this situation 
would be a “forced loan.” ‘Forced loan” is a nasty pair of 
words with a nasty history, and informed people can be 
excused for preferring old fashioned taxation. The more 
fundamental difficulty, however, is that there would be no 
possibility of getting the amounts required for the purpose 
in hand by way of loan. The reasons for this are made 
abundantly clear in Crowther’s pamphlet on “War Finance 
in Great Britain” to which reference has frequently been 
made in these columns. Crowther is quoted because he is 
the editor of a great financial newspaper and his words may 
impress where the words of the academic economist migkt 
not. It is true that were we to engage in an inflation the 
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possibilities of the method of loan finance are greater but 
merely because of the perpetration of a great fraud upon 
workers and fixed-income receivers. It would be wrong to 
attribute any such malicious design to well-intentioned 
critics but the result of trying to finance the war their way 
could have no other result. That we financed the last war 
to a considerable degree in this way is no answer since the 
Sirois Report has made clear the evils consequent on the 
procedure. A continuance of democratic institutions re- 
quires that the faith of the citizens in these institutions 
be not shaken. A war financed mostly by borrowing could 
not be financed without an inflation and inflation is a fraud 
which brings nasty social consequences. Plain taxes that 
hurt plain people and all the people whoever they may be 
are inherent in the war program of any democratic state 
which intends going on being democratic. 


22nd July 1940. R. McQueen. 


TABLE OF EXCHANGE RATES 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
29th June 1940 15th July 1940 


Se ND 66646 eed es cae 10-11% P. 10-11% P. 
ne ee ee 443-447 443-447 
Australian Pounds ............ 35814 35814 
New Zealand Pounds .......... 360 360 
South African Pounds ........ 446 446 
Belgium—Belgas ............. No quote No quote 
Denmark—Kroner ............ No quote No quote 
Holland—Florins ............. No quote No quote 
Finland—Finmarks ........... 221 221 
France—Francs ...........0.. No quote No quote 
EE <r icaieee ranks ess No quote No quote 
Sweden—Kronor ............. 2639 2641 
Switzerland—Francs .......... 2501 2506 
Norway—Kroner ............. No quote No quote 


Note: The above quotations are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies—Canadian 
cents per 100 units. 
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GENERAL NOTES 


The Annual Meeting 


The Thirty-eighth Annual] Meeting of The Dominion 
Association of Chartered Accountants will be held in the 
Mount Royal Hotel, Montreal, on Thursday, 5th September 
1940. Kenneth W. Dalglish, C.A., President, will preside. 
The general order of business will be as follows: 

Address of the President 

Reports of Constituent Institutes 

Report of Council 

Reports of the Committees on Education 
and Examinations, Legislation, Finances, 
Magazine and Publications, Accounting 
Research, Accounting Terminology, and 
Public Relations, 


The meeting of Council of the Association will be held 
all day Tuesday, the 3rd, and on Wednesday morning, and 
at the close of the general meeting on Thursday. A meeting 
of the Committee on Education and Examinations will be 
held on Wednesday afternoon. 

The proposed amendments of the By-Laws of the As- 
sociation to be presented were published in the June issue 
of THE CANADIAN CHARTERED ACCOUNTANT. 


Our Contributors This Month. 


We are indebted to Professor R. G. H. Smails for the 
preparation of the first section of the editorial comments 
this month. Mr. Ellis, whose article “The Financial Con- 
sequences of Stores Accounting” appears this month, is 
also a previous contributor, his articles on “The Control 
and Valuation of Stores” and “Good Systems and Fraudu- 
lent Practices” having appeared in the issues of December 
1937 and May 1939 respectively. 


Alberta Institute Encourages Writers 


The Editorial Committee wishes to express to the In- 
stitute of Chartered Accountants of Alberta its apprecia- 
tion of the interest shown by the Institute in encouraging 
members to contribute articles to THE CANADIAN CHARTERED 
ACCOUNTANT. There are many members of our profession 
throughout the Dominion and elsewhere who are pursuing 
studies in specialized fields of accounting; the results of 
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such studies if published would be extremely helpful to the 
profession as a whole. The last annual meeting of the 
Alberta Institute, then, passed the following resolution: 


THAT the recommendation of the Council that a letter be 
sent to all members of this Institute offering the sum of $25.00 
to any member who prepares an article of not less than 1500 words 
which is accepted for publication in The Canadian Chartered 
Accountant, such offer to commence immediately and expire on 
30th June 1941, be duly ratified. 


Chartered Accountants and the War 

In a statement on the war organization of the govern- 
ment made in the House of Commons, Ottawa, on 8th July 
1940 by Right Hon. W. L. Mackenzie King and published 
in Hansard of that date, the following members of our pro- 
fession were referred to as serving in the capacities indi- 
cated after their names: 

Gordon W. Scott, Montreal, member of the executive 
committee of the Department of Munitions and Supply; 

Lieut.-Colonel Geo. S. Currie, Montreal, executive assist- 
ant to the Minister of National Defence; 

H. G. Norman, Montreal, special assistant to the deputy 
minister, Department of National Defence for Air; 

J. L. Apedaile, Montreal, inspector of accounts, civil 
flying schools in the Department of National Defence for 
Air; 

Walter J. Macdonald, Winnipeg, head of the statistical 
and records branch of the Department of National Defence 
for Air; 

A. S. Tindale, Toronto, assistant secretary and comp- 
troller, Department of Munitions and Supply; 

M. H. W. Mackenzie, Montreal, chief of the commercial 
section, Foreign Exchange Control Board; 

Douglas Dewar, Vancouver, head of the Vancouver office 
of the Foreign Exchange Control Board; 

André Gervais, Montreal, chief of the commercial sec- 
tion, Montreal branch of the Foreign Exchange Control 
Board; and 

Maurice Samson, Quebec, hides and leather administra- 
tor of the War-time Prices and Trade Board. 


The Institute of Chartered Accountants of Saskatchewan 
announces that the following members of that Institute 
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are on active service with their respective units: Lieut. 
Bruce Lawson, Lieut. G. W. Myers, Lieut. Frank Robertson 
and Major J. H. Thompson. 


Income War Tax Act Amendments 

At the time this month’s issue was going to press the 
1940 amendments of the /ncome War Tax Act and of The 
Excess Profits Tax Act had still to await the consideration 
of the Senate and be given Royal assent. A copy of the 
full amendments will be posted to members of the Dominion 
Association as soon as they become available; the amend- 
ments will also be published in our September issue. 


National Defence Tax and Mining Dividends 

According to a memorandum issued by the Ontario 
Mining Association, word has been received from the De- 
partment of National Revenue, Income Tax Division, that 
“for National Defence Tax purposes mining and oil com- 
panies entitled to depletion will deduct not from the full 
dividend but from eighty per cent thereof. This is the 
equivalent to a deduction of one point six per cent on the 
gross.” 


Western Sittings of Exchequer Court 
According to an official notice in The Canada Gazette, 
general sittings of the Exchequer Court of Canada will be 
held at the following times and places in Western Canada, 
provided that any case or matter to be entered for trial 
or set down for hearing at any of such sittings is so en- 
tered or set down at the office of the Registrar of the Court 
at Ottawa on or before the 27th day of August 1940, and 
if no case or matter is so entered or set down for any of 
such sittings, then the same shall not be held, namely :— 

At the court house, Vancouver, British Columbia, com- 
mencing on Monday, 9th September 1940, at 10:30 a.m. 
(city time). 

At the court house, Victoria, British Columbia, com- 
mencing on Friday, 13th September 1940, at 10:30 a.m. 
(city time). 

At the court house, Calgary, Alberta, commencing on 
Tuesday, 17th September 1940, at 10:30 a.m. (city time). 
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At the court house, Regina, Saskatchewan, commencing 
on Monday, 23rd September 1940, at 10:30 a.m. (city time). 

At the court house, Winnipeg, Manitoba, commencing 
on Wednesday, 25th September 1940, at 10:30 a.m. (city 
time). 


The Accounts of Nova Scotia Fruit Companies 


The Marketing Service, Economics Division, of the 
Dominion Department of Agriculture, has recently issued 
an interesting and helpful report prepared by Mr. W. F. 
Chown, chartered accountant, senior assistant agricultural 
economist of the department, on The Accounts of Nova Scotia 
Fruit Compames. 

The report outlines the purpose of the study, points out 
the weaknesses in the form and content of the accounts 
of the companies examined and indicates the lack of uni- 
formity in the records maintained by different companies. 
The apple packing and marketing operations of the fruit 
companies are described in relation to their accounting re- 
quirements indicating the nature of the records and ac- 
counts used. The report continues with a description of 
the financial statements, the general ledger accounts and 
their operation and the books of original entry, subsidiary 
ledgers and records suitable for these fruit companies. Brief 
reference is made to the importance of engaging a properly 
qualified auditor. A number of suggestions for improve- 
ment in the accounts are made and the report concludes 
with an appendix containing two sets of illustrative state- 
ments together with trial balances, adjusting and closing 
entries and a list of the forms used to record various phases 
of operation. 
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PROVINCIAL NEWS 


ALBERTA 

The 30th annual meeting of the Institute of Chartered 
Accountants of Alberta was held at 2 p.m. Saturday, June 
22nd at the Palliser Hotel, Calgary. 

On Friday afternoon a golf tournament was held at the 
Earl Grey Club which was followed by a dinner at the 
Renfrew Club. The annual meeting was preceded by a 
luncheon at which the following guests were present: | 
Dr. W. G. Wilson, Alderman R. H. Weir, J. E. A. MacLeod, 

Esq., K.C., and parents and friends of the new members. 
Alderman Weir on behalf of the Mayor of Calgary wel- 
comed the guests. Dr. W. G. Wilson gave an address and 
presented certificates to the following successful candidates 

of the December 1939 examinations: T. Chambers, H. H. | 
Love, C. L. King, G. F. McClary, J. P. McClary and A. D. 
McTavish. Certificates were also presented to B. N. Hills 

and W. L. Peaker, who have transferred from other regis- 
tered societies. The gold medal for the final examination } 
was presented to C. L. King. This is the first time a gold 
medal has been presented since 1924. The silver medal for 
the Intermediate examinations was presented to G. W. 
Stewart, and the Primary prize was awarded to H. F. Her- 
bert. 


Fifty-eight members attended the annual meeting. The 
following members were elected to the Council of the In- 
stitute for the ensuing year: B. G. Aylen, H. A. Black, M. 
G. Graves, T. Humphries, C. M. Lang, C. P. Mackintosh, 
K. J. Morrison, F. A. Smith and J. H. Williams. 

W. H. Nield was appointed honorary auditor for the 
year. Mr. A. E. Ottewell, registrar of the University of 
Alberta, was elected to honorary membership. 

At a meeting of the newly elected Council immediately 
following the annual meeting, the following officers were 
elected: President, H. A. Black; Vice-presidents, M. G. 
Graves and B. G. Aylen; Secretary-Treasurer, Colin P. 
Mackintosh. On Saturday evening a dinner was held in the 
Palliser Hotel. 








BRITISH COLUMBIA 


The thirty-fifth annual meeting of the Institute of 
Chartered Accountants of British Columbia was held in 
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Hotel Vancouver at Vancouver on Friday, 28th June 1940. 
Mr, W. G. Rowe, President of the Institute for the past year, 
occupied the chair. 

Reports of the President and Committees of the Council 
were presented, outlining the work of the Council during 
the past year. A report of the activities of the Executive 
and Committees of The Dominion Association of Chartered 
Accountants was read by Mr. E. C. Mapson, a member of 
the Dominion Executive. 

These reports showed that the membership of the In- 
stitute was now 202, of which 169 are resident in British 
Columbia, and that since the outbreak of war and until 
3lst May 1940 five members and seven registered students 
had joined His Majesty’s Forces. The problems confront- 
ing the Council in regard to the status of articled clerks 
who had enlisted and of those whose principals had joined 
the fighting services were touched upon. It was noted that 
during the past year fewer students than usual had been 
registered. 

The condition of the Institute’s finances, as shown by 
the audited statements was satisfactory, and the President’s 
report noted the Institute’s donation of $216.00 to the Can- 
adian Red Cross Society. 

Attention was directed to the institution within the past 
year of uniform examinations in accounting and auditing 
under the common direction of the Dominion Association. 
These examinations taken by candidates in the nine In- 
stitutes are marked on a uniform basis by the central exam- 
ining committee of the Provincial Institutes. In connection 
with the whole matter of education, the opinion was ex- 
pressed that a standard course of instruction throughout 
the Dominion would be the logical sequence of uniform ex- 
aminations now in force. 

During the year several meetings had been held by the 
Vancouver members for discussion of the selected subjects 
of current interest to the profession as arranged by the 
Educational and Technical Committee. The assistance that 
this committee had been able to give to our members in con- 
nection with matters of a professional nature has been much 
appreciated. 

Additions to the Institute’s library during the year were 
summarized in the report of the Library Committee. 
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The report of the Magazine Committee again emphasized 
the continuous need for articles for THE CANADIAN CHARTERED 
ACCOUNTANT and expressed the hope that senior members 
would recognize a special responsibility to draw upon their 
wide experience and mature thought and render a very 
valuable service to the profession by contributing to its 
literature. 

It was reported that during the past year a special com- 
mittee of the Council had collaborated with a committee 
of the Vancouver Stock Exchange in the preparation of the 
Exchange’s Instructions to Brokers’ Auditors and a Table 
of Minimum Requirements for Simultaneous Audits of 
Brokers’ Accounts. 

Attention was drawn to the work of the Executive and 
other officials of the Dominion Association in making ap- 
propriate representations of the viewpoint of the profes- 
sion in connection with enactments of Dominion legislation 
on taxation and other laws relating to business and finance. 

It was recorded that the Council of this Institute re- 
cently had the opportunity of presenting to certain officials 
of our Provincial government the profession’s views on the 
desirability of business and commerce adopting the prin- 
ciples of the “natural business year.” 

An event of more than usual interest was recalled by 
reference to a luncheon meeting of our members in August 
1939 when it was our privilege of having as guests Mr. 
Clem Collins, C.P.A., President of the American Institute, 
and Mr. A. H. Carr, C.A., Secretary-Treasurer of our Do- 
minion Association. 

Members elected to the Council of the Institute for the 
ensuing year were: Messrs. C. G. Chambers, G. V. Coles, 
W. H. Cotter, K. D. Creer, Frederick Field, R. C. Field, G. F. 
Gyles, Wm. Macintosh, E. C. Mapson, W. G. Rowe, R. W. 
Underhill, and J. Haydn Young. 

Mr. W. G. Rowe was nominated by the meeting for 
the office of President of The Dominion Association of 
Chartered Accountants, election for which will take place 
at the Association’s annual meeting at Montreal in 
September. 

By unanimous vote of the meeting, the members of the 
Institute undertook to carry out certain accounting work 
of the Canadian Red Cross Society’s depot at Vancouver for 
the duration of the war. 
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Votes of appreciation of faithful services rendered to the 
Institute were unanimously passed in respect of the Presi- 
dent and Council for the past year; H. Norman Lunn, 
Secretary-Treasurer of the British Columbia Institute; and 
Austin H. Carr, Secretary-Treasurer of the Dominion Asso- 
ciation. 

Following the business meeting an afternoon of golf and 
an informal dinner in the evening was held at Shaughnessy 
Heights Golf Club. The usual ceremony of the presenta- 
tion of certificates of membership to successful candidates 
at the recent final examinations went, this year, by default, 
due to all such new members having joined His Majesty’s 
Forces for active service. Upon the President’s announce- 
ment of these circumstances, a unanimous expression of 
commendation and good wishes was indicated by a hearty 
round of applause. 


MANITOBA 

The Manitoba Institute held its fifty-fourth annual meet- 
ing on 26th June 1940 at Lower Fort Garry. After dis- 
posing of routine matters a discussion arose regarding the 
most helpful manner in which this Institute could assist in 
the war effort of the Empire. The meeting was adjourned 
to 8th July to receive the report from the special commit- 
tee appointed to investigate this matter. 

At this adjourned meeting the Council was instructed 
to arrange the payment of $1,000 to the British Govern- 
ment and a further $1,000 to the Canadian Government to 
be used for the care and education of children of Great 
Britain moved to Canada for safety, a suggestion having 
been received from each of these Governments that help in 
this undertaking was greatly needed. 

Officers elected for the year are President, F. Johnson; 
Vice-President, William Gray; Secretary-Treasurer, Fred C. 
Gilbert; the seven members elected to the council for two 
years are A. Gray, William Gray, H. M. Hoover, Ward W. 
McVey, J. Gray Mundie, John Parton and D. Sprague. 

The Manitoba Chartered Accountants’ Benevolent As- 
sociation held its 8th annual meeting on 26th June 1940. 

The trustee’s statement showed an improved financial 
position but the Association was not as yet in a position 
where it could give adequate help. On behalf of the trustees 


129 








THE CANADIAN CHARTERED ACCOUNTANT 


the chairman thanked the members for their generous sup- 
port at a time when so many demands were being made 
upon them. 

The board of trustees was re-elected for the ensuing 
year consisting of T. H. Rathjen, Chairman; E. J. Williams, 
Vice-Chairman; Vernon Fletcher, W. Stanley Rothwell and 
Frederic J. Tibbs. 


SASKATCHEWAN 


The thirty-second annual meeting of the Institute of 
Chartered Accountants of Saskatchewan was held on 14th 
June 1940 at The Bessborough Hotel, Saskatoon. Because 
of the serious world situation only routine matters were 
dealt with, such as the receiving of reports and amendments 
to the by-laws. 

The annual dinner was held at 7.30 p.m. and it was an- 
nounced thereat that honorary life membership was being 
granted to Dean James Neilson on his retirement from the 
position of Dean of Accounting at the University of Sas- 
katchewan. It was also announced that arrangements were 
being made for the establishment of a Dean Neilson medal 
to be awarded annually to that student from Saskatchewan 
who passed with the highest marks in the final examin- 
ations. 

The meeting stood in silence in remembrance of two 
members of the Institute, H. R. Clark and R. H. Hall, who 
passed to their reward during the past year. Expression of 
condolence was also made to Mr. W. Stempel, President of 
the Institute, who recently lost his son with the R.C.A.F. 

The election of officers and council for the ensuing year 
resulted as follows:—President, M. Hesford, Swift Cur- 
rent; Vice-President, G. G. Patrick, Saskatoon; Secretary- 
Treasurer, T. H. Moffet, Regina. Members of Council: T. H. 
Moffet, R. Patterson, C. H. Smith and W. G. Smith, Regina; 
C. P. DeRoche, G. G. Patrick and W. Stempel, Saskatoon; 
W. Jeffery, Weyburn; and M. Hesford, Swift Current. The 
representatives on the Council of The Dominion Association 
of Chartered Accountants are M. Hesford, G. G. Patrick 
and C. P. DeRoche. 































LEGAL DECISIONS 


LEGAL DECISIONS 


[Epitor’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 

Chattel mortgages followed by absolute bill of sale—Re- 
purchase under conditional sale agreement—Whether sale 
or security 


(Monarch Securities Ltd. v. Gold) 


British Columbia Court of Appeal 

The Court is not prohibited by the form of the docu- 
ments from ascertaining the true nature of the transaction 
between the parties. So where it appeared that a lessee 
having given a chattel mortgage on his chattels as security 
for a loan shortly afterwards gave an absolute bill of sale 
thereof to the lender and soon after purchased the chattels 
from the lender under a conditional sale agreement, the 
principal amount in all cases being the same, held, notwith- 
standing the final form of the transaction, in reality there 
was no sale but a mere security for the original loan, and 
the lessor was entitled to distrain upon the chattels for 
rent.—[1940] 3 D.L.R. 124. 


Income tax—Advances made to non-resident parent com- 
pany—Power to fix rate of interest 


(Julius Kayser & Co. v. Minister of National Revenue) 


Exchequer Court of Canada 

A Canadian company, all of whose shares (except direc- 
tors’ qualifying shares), which had under all circumstances 
full voting rights, were beneficially owned by a non-resident 
company, made large advances to the parent company out 
of undistributed income, no interest being charged. Held, 
s. 283A of the Income War Tax Act, R.S.C. 1927, c. 97, ap- 
plied, and the Minister might determine the amount of 
interest on such advances which should be deemed to have 
been received by the Canadian company. Sections 18 and 
20 had no application to such a case.—[1940] 3 D.L.R. 146. 


(Note: A report of this judgment was published in the November 
1939 issue of THE CANADIAN CHARTERED ACCOUNTANT.) 
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Succession duty — Situs of shares — Ontario company — 
Register and transfer office outside province 


(Williams et al. v. The King) 


Ontario Supreme Court 

A company incorporated under the Ontario Companies 
Act [now R.S.0. 1937, c. 251] has the capacity to maintain 
a register and transfer office in another jurisdiction, and 
there is nothing in ss. 101 and 102 to prohibit the company 
from so keeping a register in another place so long as it 
keeps a record of the particulars required by s. 101 at its 
Head Office. The register and transfer record so kept are 
“books of the company.” Therefore, since the situs of 
shares is the place where they can be effectively dealt with, 
shares in an Ontario company belonging to a person domi- 
ciled in the State of New York, where the certificates are 
found on his death and where the company maintains a 
register and transfer office for its American shareholders, 
are situate in the State of New York and hence are not 
subject to succession duty in Ontario.—[1940] 3 D.L.R. 73. 


Taxes—Premises leased by holding company—Business of 
subsidiaries carried on—Business or income assessment— 
Under Assessment Act (Ontario) 


(International Metal Industries v. Toronto) 


Ontario Court of Appeal 

Where a company leased premises for the use of its 
General Manager, who was also the President and Manager 
of the company’s five subsidiary companies, to supervise the 
businesses of such subsidiaries, held, the Board’s decision 
that the principal company did not carry on any business 
in such premises, the business there carried on being that 
of the subsidiaries, and that consequently the company was 
not liable to business assessment under s. 8(1)(k) of the 
Assessment Act, R.S.O. 1937, c. 272 but was liable to income 
assessment under s. 9(1)(b), is not susceptible of appeal. 
Such decision is based upon a finding of fact.—[1940] 3 
D.L.R. 50. 

(Note: A copy of the full text of the judgment in this case has 
been sent from the office of the Secretary-Treasurer of The Dominion 


Association of Chartered Accountants to the reference library of each 
of the Provincial Institutes.) 
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Taxes—Business assessment—Local sales office of insurance 
company—How assessable 
(Western Life Assurance Co. v. Toronto) 
Ontario Court of Appeal 
Where a stated case submitted to the Court of Appeal 
pursuant to s. 85 of the Assessment Act, R.S.O. 1937, c. 272 
set out that certain premises were leased by an insurance 
company for the use of its sales agents and concluded that 
such premises were used for carrying on the business of 
an insurance company within the meaning of s. 8(1)(c) of 
the Assessment Act and not for carrying on business as an 
agent within the meaning of s. 8(1)(g), held, such con- 
clusion being a finding of fact, it could not be interfered 
with on appeal.—[1940] 3 D.L.R, 121. 


PERSONALS 

Baxter I. England, B.Com., C.A., (who since the death 
of his partner R. Easton Burns, F.C.A., has continued under 
the firm name of Burns & England) is pleased to announce 
that William G. Leonard, C.A., who has been associated 
with him for several years, has been admitted to partner- 
ship. The firm will be continued under the name of England 
& Leonard, Chartered Accountants, 71 Clarence Street, 
Kingston, Ontario. 

Messrs. Rutherford Williamson and Company, Chartered 
Accountants, announce that the offices of the firm are now 
located in the Royal Trust Building, 66 King Street West, 
Toronto. 


OBITUARY 


The Late William James Mundell 

The Society of Chartered Accountants of the 
Province of Quebec regrets to announce the death 
in Montreal of W. J. Mundell, a member of this 
Society since 1907. Mr. Mundell first practised his 
profession in Montreal but later moved to Winnipeg 
where he was made Comptroller of The Ogilvie Flour 
Mills Co. in 1908. 
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BOOK REVIEWS 


Accounting for Government-Owned Motor Equipment 
Accounting for Governmental Supplies 
Governmental Timekeeping and Payroll Procedure 


(Published by Municipal Finance Officers Association, Chicago, 1940, 
paper, 60-70 pages each, 50 cents each) 


These three pamphlets dealing with specialized phases of govern- 
mental accounting are devoted primarily to a practical discussion of 
accounting procedures and are illustrated with numerous accounting 
forms pertinent to the respective subjects. The pamphlet on motor 
equipment considers several plans of operation through a central 
bureau, the setting up of rental rates and replacement reserves and the 
compilation of cost data. That on governmental supplies describes a 
number of methods of stores control illustrating the text with eighteen 
accounting forms for use with the different procedures outlined. That 
on timekeeping and payrolls discusses several methods of recording 
and proving time and developing adequate payroll procedures. 


CORRESPONDENCE 


MINISTER OF FINANCE 
Ottawa, July 2, 1940. 
Dear Mr. Norman: 

I have the letter of June 24th signed by yourself and Mr. C. F. 
Elderkin, enclosing a communication addressed to you by the Bank 
of Canada on June 22nd, acknowledging receipt of Dominion of Canada 
bearer bonds for $2,500.00 which the Society of Chartered Accountants 
of the Province of Quebec sent as a gift to be devoted to such purposes 
as the Government deems best. The Accounts Branch of the Depart- 
ment of Finance has now received these bonds from the Bank of 
Canada and the proceeds will be placed to the credit of the Consolidated 
Revenue Fund to be used for vital war purposes. 

Will you please express to all the members of your Society my 
personal thanks, and the thanks of the Government, for this very 
generous contribution which I assure you is most acceptable. This 
action on their part reveals a keen patriotic interest and a sincere 
desire to share in the effort which Canada is making to further the 
cause of human freedom and national security for which we are now 
fighting. 

Such evidences of practical co-operation are valued not only for 
the direct assistance which is provided by the contribution, but also 
because they serve as examples to us all. 

May I say this too, that the helpful and valued interest of the 
members of your society has been shown in many other practical ways 
as well. I am far from unmindful of the special contribution by your- 
self and a number of your professional associates, and it is a great 
satisfaction to know that the members of your profession generally 
have shown that they stand ready to assist for the asking. 


Yours very truly, 
(signed) J. L. RALSTON. 


H. G. Norman, Esq., President, 

The Society of Chartered Accountants 
of the Province of Quebec, 

Montreal, Quebec. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


Notes and Comment 


Voices are now being raised demanding that we finance 
the war more by borrowing and less by taxation, on the 
grounds that heavy taxation strangles industry both by dis- 
couraging established enterprises and by deterring the 
establishment of new enterprises. 

The validity of this “strangulation” theory rests on the 
assumption that the entrepreneur requires the incentive of 
large profits and large claims upon future income to induce 
him to make an all-out war effort. Most of those who ad- 
vocate borrowing are able to ignore this critical assump- 
tion because their thinking is clouded by the device called 
“money” and by a failure to distinguish between internal 
and external borrowing. 

* * * 


Money does not win wars. It is the flow of goods and 
services which do that—a flow made possible by the collab- 
oration of labour, natural resources and capital equipment 
and known as the national income. To prosecute a war the 
government has here and now to divert from the people 
to itself so much of this flow of physical goods as it deems 
necessary and expedient and it can do this either by bor- 
rowing or by taxing. It is true the loans or taxes are ex- 
pressed in terms of money and not of commodities but the 
money expression is merely a convenient measure of a 
composite group of commodities and it permits each one 
of us within limits to select for himself the commodities 
which he will give up. If government decides that, say, one 
quarter of the national income for the coming year is to be 
diverted to war effort then only three quarters remain for 
the people to live upon. Nothing can alter this fact: by no 
conceivable means can the cost of a war be passed on to 
next year or the next generation if external borrowing is 
precluded. 

* * * 

In this war, unlike the last, any borrowing done by 
Canada will have to be internal borrowing, because the Con- 
gress of the United States (which is the one country in 
which Canada might otherwise borrow) has passed legisla- 
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tion prohibiting in any shape or form loans to a belligerent 
country. Internal borrowing diverts goods from private 
consumption to the national purposes in just the same way 
as taxation does but while a good system of taxation spreads 
the burden equitably, borrowing implies a redistribution of 
the burden over the period of the loan in a manner which 
may or may not be equitable but which the lenders, as 
holders of rights to future income, confidently expect will 
be to their own advantage and so to the disadvantage of 
those who are not loanholders. | 

* * * | 


It is possible that some of those who are advocating more 
borrowing and less taxation are not really thinking of bor- 
rowing at all but of the creation of more money by the 
state—that is, inflation. Once a condition of full employ- 
ment has been reached (as it soon will be in this country) 
inflation can do no more than raise prices and so cause a re- 
distribution of the national income away from the wage- 
earning, salaried and rentier groups towards the entre- 
preneurial group. This diversion of income does not 
increase the available quantities of labour, natural resources 
and equipment but it may spur the entrepreneurs to more 
efficient use of these factors and, by so doing, increase the 
national income. : 

If the assumption noted in the first paragraph above is 
a valid one then the alternatives available to this country 
would seem to be borrowing and inflation on the one hand 
and state control of industry on the other. The former will 
involve a most inequitable distribution of the financial bur- 
den of the war; for the latter we would seem to be ill 
equipped. 


— 







* 


STUDENTS’ ASSOCIATION NOTES 


ALBERTA—Calgary 

John R. Hardie was elected president of the revived 
Chartered Accountant Students’ Association which was or- 
ganized recently. Other officers are Reginald Snell, secre- 
tary and Allan Legate, treasurer. 

Those present at the organization meeting in addition 
to the officers were Charles Hay, B. Chester Tanner, D. J. 
Grier, W. Wallace, Gordon B. Cochrane, Harry Sced, Don 
Morrison, Ken Dilley and David B. McClure. 
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The objects of the association are social get-togethers 
in order to become better acquainted with others in the 
same profession; lectures by prominent Calgary lawyers 
and chartered accountants; development of study groups 
within the organization to supplement the correspondence 
courses, 


PROVINCE OF QUEBEC 

The annual meeting of the Students’ Society was held 
on June 21st. The officers and committee elected for the 
year to 3lst May 1941 were as follows: President, T. V. 
Rurke, C.A.; Vice-President, H. B. Savage, C.A.; Secretary, 
John F. Lewis, C.A.; Treasurer, André Leroux, C.A.; Com- 
mittee: Ian Craig, Maurice Duhamel, J. Flavelle, R. Fraser, 
Denys Heward, R. Linton, C.A., John C. Newland and John 
P. Weir. 

Following the example of the parent Society the mem- 
bers of the Students’ Society cancelled the annual Field Day 
on account of the war and unanimously voted a gift of 
$200.00 to the Canadian Red Cross, this being approximate- 
ly the amount which would have been spent on the Field 
Day. 


* * * 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the per- 
sonal views and opinions of those members. They are designed not 
as models for submission to the examiner but rather as such discus- 
sion and explanation of the problem as will make its study of benefit 
to the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


INTERMEDIATE EXAMINATION, 1939 
ACCOUNTING I 
Question 2 


Prepare a statement of changes in working capital and derivation 
and application of funds from the following: 


Jones & Smith 


Comparative Balance Sheets 
31st December 1937 and 1938 


ASSETS 
31st December 
1937 1938 
WER «Siri tebe es Che Vike Ske RS $ 26,532.47 $ 25,787.62 
Pen TREN 5 Sisk wach sc aleG kN RGAweRess 1,547.67 5,216.96 
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PDOCOIE SOOCIGRINO oie. 5 6.055 00358 se dacneas 21,296.43 17,567.49 
DEE i Coa rs nich acwslewen eso os we 41,568.94 58,943.27 
Fixed assets—less depreciation ............. 17,096.37 19,801.26 
PE RRND. <c acawan less ashe esauesece 875.06 670.08 
PUNE IRIN rc cca Same wui ue ales ne 2,906.17 1,643.21 


$111,823.11 $129,629.89 


LIABILITIES 
eC SRI. oo.s5sss sun cee asses nue seewe $ 1,306.97 $ 2,047.91 
OE SNE Accs ciitn esac oswueeae cada ones 5,407.91 9,067.08 
SE SIO (cin os os oatis a aS eS Sb ow eee swe ews 73,416.21 87,291.75 
SORE EAL Le Sheet adiseaasa sears +o asa owns 31,692.02 31,223.15 


$111,823.11 $129,629.89 


Partners’ drawings during the year 1938 were: 
POE Leics Gbaesiiseseeennwas $18,406.91 
FUMED Phe Sos eas ean is whaieie 38,694.27 


Depreciation provided during the year amounted to $1,872.91. Net 
profits for the year were $70,507.85. 


SOLUTION 


Jones & Smith 


Changes in Working Capital and Application of Funds 
For the Year Ended 31st December 1938 


31st December Increase 

Current Assets: 1937 1938 Decrease 
I: cwkheyieehceessponesceuser $26,532.47 $ 25,787.62 $ 744.85 
Notes TECCIVADIS ..0.0:cceccccsce 1,547.67 5,216.96 3,669.29 
Accounts receivable ............ 21,296.43 17,567.49 3,728.94 
SOVOMIMIONN Sc csbisseeecasseus 41,568.94 58,943.27 17,374.33 


$90,945.51 $107,515.34 $16,569.83 


Current Liabilities: 


Accounts payable «.....6.<.6606 1,306.97 2,047.91 740.94 
ee ee eee 5,407.91 9,067.08 3,659.17 


$6,714.88 $11,114.99 $4,400.11 
WOrkINe TAD Al o.siesc ce sssse cet $84,230.63 $106,400.35 $12,169.72 


Net Funds Acquired: 


Net Pront: For FOAL ccs siciscesic $70,507.85 
Add: Provision for depreciation . 1,872.91 


72,380.76 


Decrease in prepaid insurance .. 204.98 

Decrease in prepaid taxes ...... 1,262.96 $73,848.70 
Net Funds Disbursed: 

Drawings—Jones ..........sse0+ 18,406.91 

Drawings—Smith .............. 38,694.27 


Increase in fixed assets ........ 4,577.80 61,678.98 12,169.72 
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PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939 


ACCOUNTING II 
Question 3 
General Preamble: 

The Atlas Manufacturing Company Limited has a plant contain- 
ing three machines numbered one to three inclusive, which from certain 
raw materials and supplies, produce a commodity complete in every 
respect; the only operation remaining after completion is the packing 
and shipping of the finished product. The machines are powered by 
electricity which is generated by the company’s own hydro electric 
plant. Machine number three was constructed during 1938 and was 
completed and commenced operations during that year. The company 
provides all its employees with meals, if they wish to avail themselves 
of this privilege, and no deductions from salaries and wages are made 
in this respect. 


Question and Requirements: 

(a) You are asked to prepare a statement showing the costs of 
operating each machine for the year ending 3lst December 
1938. There should be suitable reference on the statement 
as to the basis used in the distribution of each cost classifica- 
tion. In case you wish to incorporate certain unit costs or 
statistical data on the statement, it is sufficient to provide the 
headings or outline the form in which the information is to 
be set out, giving the calculations in respect of the totals for 
the year only; in other words, whilst it is necessary to make 
certain basic calculations and distributions in preparing your 
statements, you are not expected to work out a mass of de- 
tailed arithmetical or statistical data. Interest is not to be 
included in costs. 

(b) You are also to prepare a statement of profit and loss for the 
year ending 31st December 1938 in the form that you would 
submit with the annual accounts of the company. 


The following information has been assembled from the books and 
records of the company. 


Revenue and expenditure for the year ending 3lst December 1938: 


Dr. Cr. 
POWSr GAlGR CO GUUHIGOIS) .aiso sic biiidicse cwicisinwes $ 25,320.00 
Rene: IE PIO . 5-5 cine svcns sua sividicsceion es 600,000.00 


Cost of parts and equipment—for construction 
of machine No. 3 (constructed in 1938) ..$ 80,000.00 


Purchases of operating supplies ............ 101,500.00 
lice, TSE ge 6 ONS Aen Rares re arte Nar tce or ie 218,400.00 
Purchases of meats, provisions, etc., for prep- 

NN Gite IRIN, 5685 bias kw oie gp @lSlalaiseeicauiiws 55,465.00 
Engineering expenses (other than wages) .. 2,500.00 
Purchases of machine shop supplies ........ 15,000.00 
Supervision: 

PIOARTICN: GL TOLCRION | 6.0hisisds oes eeeieceeaws 15,000.00 
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Plant overhead expenses: 
Salary of superintendent in charge of opera- 


Miche b sasha s ahah Wake eas ieee nes eae es 10,000.00 

General plant overhead expenses ......... 27,000.00 
Other expenses: 

General selling expemses ..............000- 45,000.00 
Packing and shipping expenses ........... 35,000.00 
Salaries of President and executive officers 18,000.00 
PE rants ctkabe es Sean heeeuseuwnas 3,000.00 
Tn eh shksaasscinssaeieeds axes 7,500.00 
General and office expenses ............... 14,500.00 
Interest on Dank IOANS ........cccsccocscss 21,250.00 


$669,115.00 $625,320.00 


Synopsis of entries in inventory records, etc., during 1938: 


Dr. Or. 

Issues from inventory of operating supplies .. $ 99,800.00 
Chargeable as follows: 

Repairs and renewals—machines ......... $ 4,500.00 

Operating supplies for machines .......... 25,000.00 

RNG EIEIO: 5 6 45454 6N0 65400500006 15,000.00 

pg 38,300.00 

Cost of construction—machine No. 3 ...... 6,500.00 

Machine shop work in progress ........... 10,500.00 
Issues from machine shop ............eee00% 86,500.00 
Chargeable as follows: 

Repairs and renewals—machines .......... 18,000.00 

Pe NE MINION. ik. 5 00 005.5 0 s:000.000 0:50 17,500.00 

Cost of construction—machine No. 3 ....... 51,000.00 


$186,300.00 $186,300.00 
Other information: ————— 




















Summary of Summary of Distribution 
payroll Dining room of Summary of 
records reports power machine time 
Particulars = Number Name Nat rae ae 
Operation of machines: hours served hours used hours operated 
Machine No. 1 ..... 50,000 15,000 3,600,000 3,800 
Machine No. 2 ..... 52,000 17,300 3,500,000 3,600 
Machine No. 3 ..... 38,000 12,650 2,800,000 2,600 
Dining room (prepara- 
tion and serving 
MID si sivesaseess 20,000 
Engineering .......... 10,000 2,550 
Machine shop ......... 80,000 12,000 
Power plant expenses... 14,000 6,000 
Cost of construction — 
machine No. 3 ..... 100,000 25,000 1,400,000 
Sales of power to out- 
NE Bin ets cuawa es 2,440,000 
364,000 90,500 13,740,000 10,000 
SO SOUS icsea sce sda ne 1,260,000 
Total power generated. 15,000,000 
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Further information: 

1. It is to be assumed for the purpose of this problem, that the 
same rate of pay applies for each operation; that is to say, all 
employees with the exception of executives, operating superin- 
tendents and foremen, are paid at the same rate per hour. 

2. Repairs and renewals to machines: 

An amount of $500.00 is applicable to machine No. 3. The 
balance of such costs are applicable equally to machines Nos. 
1 and 2. 

3. Manufacturing expenses and plant overhead, except where other- 
wise indicated, are to be distributed on the basis of the number 
of machine hours. Charges in respect of construction are 
clearly indicated herein and none of the other costs or ex- 
penses are applicable to capital expenditure. 

4. The inventories at the beginning and end of the year were as 


follows: 
1st January 31st December 
1938 1938 

Machine shop supplies and 

Work IM PYORTGSS 2.6 iis ccassccs $ 6,000.00 $ 2,000.00 
OpervrGUNE SUPPUCS 2.06666 eccescss 38,300.00 40,000.00 
Meats, provisions and other food.. 1,510.00 1,100.00 
Pg ee nil nil 


5. The production of finished product during 1938 was as follows: — 
Number of Units 





PRETEND Te BN ga fai a 'e.6 Gis ie scree aacoid ee esbiw bee O Biwrecee 20,000 
ENE AN Ao) ha al's exars ws-2. 35. ay eeinlai iene Kea petals Wie eve 18,000 
UM DE 2 oka ae see aS is ook o 5,8 Deoerataieceiee 12,000 

50,000 








6. The depreciation policy of the company, which is to be followed 
in preparing the requirements called for, is as follows: 

Machines:—A rate of 10% per annum; 50% of this rate is 
to be applied on additions during the year. The book values 
of machines Nos. 1 and 2 which were installed prior to 1938 
are $210,000.00 and $225,000.00 respectively. 
Plant buildings and equipment:—The provision for deprecia- 
tion for 1938 amounts to $10,800.00 which is allocated to ma- 
chines as follows: 


NS SN 8 oo ia eee evicseeawex $ 4,650.00 
SENN EEN 8) Sears Slcidialvshe aisiermtheiaiere 4,650.00 
SOUS ANOS S bo sa sseeuceawwed eens 1,500.00 


$10,800.00 


Power plant:—The power plant had been fully depreciated prior 
to 1938 and therefore no provision for depreciation is to be 
made for the year 1938. 
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(b) 
The Atlas Manufacturing Company Limited 
Statement of Profit and Loss 
For the Year Ending 31st December 1938 
ee Or MND obsh cota cewden esis rede oMedea ne chuweens 
NN i oy 5/5 iss Hiei W ua aie we we aie an ew ovine alnausiaisure cow ee 
RENO TTNEE 6. 5.575 055.6540 Grae sees es cee pecs 
Selling Expenses: 
General selling expenses .............ee00. $ 45,000.00 
Packing and shipping expenses ........... 35,000.00 
BGIGNCS OF PLONE ...ccccccccecces 
General and Administrative Expenses: 
Salaries of executive officers .............. $ 18,000.00 
SE ID) os irsinie ore snes sees ka aevieneseess 3,000.00 
BPUOUOE. OD o5 5 i ashine ese sess iwe tees eues 7,500.00 
General and office expenses ............... 14,500.00 
BAIGHOS OF PTORE ...ccccccsecces 
Add—Miscellaneous Revenue: 
ee MIN 55 7c a5 -v 50 GG oie a earwietaieie eceisiere $ 25,320.00 
Less—Cost of power saleS ..........eceeee 12,200.00 
Deduct—Interest on bank loans ............ 
Net profit for the year .......... 


Note—Provision for depreciation of $65,462.50 
is included in cost of product sales, 
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$600,000.00 
357,587.50 


$242,412.50 


80,000.00 


$162,412.50 


43,000.00 


$119,412.50 


13,120.00 


$132,532.50 


21,250.00 
$111,282.50 
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